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“Tax Fraud: What the Practitioner 
Needs To Know To Protect His Client” 











PRACTITIONER’S GUIDE NO. 3 FOR LAWYERS & ACCO!'NTANTS 


A new climate surrounds prosecution of fraud cases since the Supreme 
Court’s famous net-worth cases. 


Most practitioners rarely handle a tax fraud case—or ever expect to. 
But every tax man should have a speaking acquaintance with tax fraud 
for two reasons: 


1. The IRS may charge (or suspect) fraud when you least expect 
it; and 


2. Protecting your client demands that you do the right thing 
from the very first. Early action is critical. You have to know; 


there’s no time to look it up. 


This Practitioner’s Guide No. 3 is intended for the average lawyer and 
accountant—not the fraud specialist. It gives you the ground rules: 
what to do, what not to do. This is a concise, easy-to-read monograph 
written by the country’s best-known specialists in tax fraud. It is 
prepared expressly to help practitioners who have had limited ex- 
perience with fraud and negligence to gain orientation in this difficult 
subject. Note, however, that this is not an elementary handbook. It is 
a sophisticated, thoroughly documented summary for professionals. 
Included are short summaries of the significant cases on fraud and 


negligence during the past two years. 6 x 9 in., 96 pp., $2. 


WHAT PRACTITIONER’S GUIDES ARE 


Each of the Practitioner’s Guides is a 
concise handbook containing all the sig- 
nificant material on a particular subject 
which has THE 
JouRNAL oF TAXATION in recent months. 


been published in 
Each Guide includes interpretative ar- 
ticles, summaries of current court deci- 
sions and Revenue Rulings affecting that 
subject, plus comment by THE JOURNAL’s 
editors. The purpose is to bring together 
in a handy, low-cost handbook all a 
practitioner needs to orient himself on 
the current picture of that subject. It is 
intended to eliminate hours of searching, 
from 
diverse sources, the material needed to 
get the current picture. 

Editor of The 
series is Eleanor 


looking up, gathering together 
5 5 o Do 


Practitioner’s Guide 
McCormick, LL.B., 
CPA, technical editor of THE JOURNAL 
OF TaxaTION. In addition each guide 
will be specially edited by the depart- 
ment editor of THE JouRNAL concerned 
with that subject. 


ORDER FROM: The Journal of Taxation, Inc., 147 East 50th St., New York 22. Write number of each item wante 
on your letterhead, attach check, and mail. 





“Tax Fraud...” covers 
these important 
questions 


* How to deal with agents—regular and} 
special 


* When are records protected in hands of | 
lawyers? accountant? 


* Is mere large understatement proof of 
fraud 


* How far must Govt. go in disproving| 
taxpayer’s net worth explanation 


* What is liability of corporate officer for 
false corp. return 


* Is fraud ruled out if full facts are dis- } 
closed. 


* When to cooperate with agent 


* Are taxpayers records public under the 
“required records” doctrine | 


* Who is protected by Fifth Amendment: 
taxpayer? witnesses? Must the Agent 
warn you “this is a criminal case’? 


* What records can the agent subpoena 


t avoid compulsion to 


* How can 





testify against client 





* What communications are privileged? 
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PRACTITIONER’S GUIDE No. 1 


*“‘How to organize the close 
corporation to minimize taxes 
under the 1954 Code” 


Here is a handbook which pr ts, in 
easy-to-work-with form, the important material on 
tax aspects of the close corporation which has ap- 
peared in The Journal of Taxation up to the summer 
of 1956. It includes discussions on: 
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* How to set up the close corporation. 
* How to get money out at minimum tax cost. 


* How to rearrange the corporate structure to save 
taxes. 


* How to advance money and get it back at least 
tax cost. 


* The guaranteed-loan method of getting ordinary 
deductions. 


* How to handle stock bail-outs under the 1954 
Code. 


* Advantages of the corporate form for tax purposes. 
And many others. 


72 pages, 6 x 9 inches, paper cover. $2 per copy 


PRACTITIONER’S GUIDE No. 2: 


eee 


“Everyday tax planning to 
increase the familv’s 
spendable income” 


This handbook deals with the widespread proble 
of arranging the family’s affairs to minimize tax 
This is “lifetime” planning, not “estate planning 
though the latter is touched on. Of particular use | 
practitioners with wealthy clients, it is also use 
in minimizing taxes for those of modest mean 
Many good ideas. Subjects covered include: 


Short-term trusts Charitable contributions 


Joint tenancy Private foundations 
Divorce arrangements 
Variable annuities Life insurance 
Gifts to minors Drafting techniques 


Inter-family debts . and others 


144 pages, 6 x 9 inches, paper cover, $2.95 per cop} 
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Tax traps and danger 


signals in the 


life of a small corporation 


by RICHARD 


“Y OMEWHERE along the way of any cor- 
S porate life, particularly in a family 
corporation, there are tax traps for the 
and the shareholder 


corporation to 


avoid. There are tax risks to be mini- 
mized and danger areas to be avoided. 
The 


enced tax advisor can normally prevent 


informed executive and experi- 


serious corporate and stockholder tax 


troubles. Here an ounce of prevention 
As a 


advise 


is worth a ton of refresher 


all 
held companies and their shareholders, 


cure, 


for of us who must closely 


we have compiled a tax advisor’s Check 


List of Tax Traps and Danger Signals 
in the Life of a Small Corporation. 
of 


have broken this into two parts: first, 


For convenience discussion, we 


where the corporate taxpayer is the vic- 


tim and second, where the stockholder 


is the victim. Before commenting on 
each, we emphasize the point that there 
are sound and effective ways of pre- 
venting most of these tax troubles. Space 
limitations preclude more than a sketchy 
reference to the tax trap or danger sig- 
nals, and a suggestion that a solution 
may be found by a careful study of the 


applicable statutes and Regulations. 


The corporate victim 


l. Surtax unreasonable accumula- 


(Sec. 


on 
tions 531, et seq) A large earned 


surplus is frequently a danger signal. 


Too often it is an invitation to the 
revenue agent to assert the surtax on 
unreasonable accumulations. The 1954 


Code changed the Section number from 
102 to 531-537 and tacked on three help- 
ful changes, but the threat is much the 
same. 


Nowadays the risk does not commence 


L. GREENE and JOHN L. PALMER 


until the corporation has accumulated 
$60,000, and even over that point, in 
certain circumstances, the Commissioner 
has the burden of proving the accumula- 
tions unreasonable. But once a $60,000 
surplus has been built up, the cautious 
corporation will plan carefully, keep 
very full and skillfully drawn minutes, 
avoid loans to shareholders or unrelated 
business, and, to the extent necessary, 
distribute earnings not reasonably re- 
quired in the business. 

2. Surtax on personal holding com- 
panies (Sec. 541). The personal holding 
surtax can be even more costly and dis- 
astrous to the closely held corporation. 
Its 85% 


income tax on the corporation, amounts 


, rate, when added to the regular 


almost to confiscation. Fortunately the 
personal holding company status can 
usually be avoided, or if not, the hor- 
rendous tax can be eliminated in most 
cases, 

Sometimes an operating company un- 
willingly drifts into the sad status of a 


personal holding company, and, of 
course, an investment company is al- 
ways fair game for the surtax. Thus, 


suppose Smith Shoe Co., which is small 
and closely held, sells its largest (an 
unprofitable) and the 
proceeds in high-yield stocks. Next year 
it has a strike and as a result its gross 


factory invests 


income from operating its remaining 
plant is only $10,000, while its dividend 
income is $100,000. Without realizing it 
until too late, Smith Shoe Co. may find 
itself a PHC and be stuck with a colossal 
surtax. 

Fortunately this noxious surtax can 
normally be avoided, even by the invest- 
ment company, by one of several tech- 


niques: (1) arrange operations so that 
operating income is in excess of 20% 
of gross income or, (2) so that rentals 
at than 50% 
(3) distribute an appropriate dividend, 
or (4) arrange for a constructive ‘“‘con- 


are more of gross, or 


sent” dividend to the shareholders. 
Even after the revenue agent knocks on 
the door and you concede the surtax 
is due, it can then be eliminated by 
what is known as the deficiency divi- 
dend (Sec. 547). 

3. Disallowance of “excessive” salaries. 
This is a favorite battle ground for 
revenue agents. The statute states that 
only reasonable salaries can be deducted 
by the corporation, and the agent feels 
he should determine whether the salary 
paid was reasonable. Frequently this 
power is abused. There are not suffici- 
ent yardsticks or standards for the agent 
and too often he may be unduly influ- 
enced by the amount of his own salary 
and his own inexperience. 

Here the cautious corporation may 
be well advised to follow the pattern 
of the industry or its competitors in 
determining the amount to pay its chief 
executives. All such salary data should 
be preserved and perhaps even referred 
to in the minutes. Obviously, it is also 
to 


Board authorize the salary in the min- 


desirable in most cases have the 
utes and to do so early, not at the close 
of the year. 

4. “Thin With 
denial of certiorari in the Gooding case, 
(23 T.C. 108, aff'd C.A-6, 8/1/56) the 


law regarding the disallowance of inter- 


incorporation.” the 


est in cases of “thin incorporation” re- 
mains in a state of confusion. Prior to 
its decision in the Gooding case, the 
Tax Court had relied on the time-hon- 
ored test that interest on debt owed to 
stockholders would be deductible if the 
debt was not too great when compared 
with the amount of equity capital. Tax 
writers have pointed out that a 3 to | 
ratio is normally considered safe and 
many thought a 4 to 1 was also safe. 
However, in the Gooding case, the Tax 
Court took a new approach and looked 
to the intention of the parties at the 
time the debt was created. They found 
that although the ratio was only | to 1, 
the debtors never intended to enforce 
the rights as creditors to the detriment 
of the corporation, and on that ground 
disallowed the interest deduction. 

In view of these developments, you 
will do well to consider avoiding trouble 
under the Gooding rule by having loans 


made to a newly organized corporation 


Sa 
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by outsiders but guaranteed by the 
stockholders. 
5. Capitalized repairs. Doubtless, 


many of you have had disputes with 
agents items 
are deductible repairs or maintenance, 
or Capitalizable 


revenue whether certain 
and recordable only 
through depreciation. The accepted test 
is easy to define but difficult to apply in 
practice. The test is whether the ex- 
penditures add to the value of the prop- 
erty or appreciably prolong its life. If 
the answer to either question is yes, 
then the expenditure should be capi- 
talized. As you can see, the question is 
a technical one and the answer can, in 
border line cases, be obtained only from 
experts in the building or construction 
field. We have often found it helpful, 
in instances involving large amounts, to 
have the contractor make an allocation 
between purely repair items and those 
which add to the value of the property 
or prolong its life. If this is not feasible, 
the best approach is to classify as repair 
items anything which is clearly repair 
or upon which there could be a reason- 
able doubt as to their character. 

6. Late payment of expenses and in- 
terest to related taxpayer. Section 267 
is an outgrowth of old 24(b) and (c) of 
the 1939 Code and is an example of 
tax traps and technicalities which tax- 
payers often blithely and inadvertently 
ignore. Generally speaking, if a corpora- 
tion has unpaid expenses or interest pay- 
ments which are payable to a person 


who directly or indirectly owns more 


than 50% of its stock and the stock- 
holder is on the cash basis, the corpora- 
tion must make payment of these 
amounts to the individual within two 


half 


corporation’s taxable year or 


and a close of 


the 


months after the 
the 
deduction will be forever lost. 

[his is an item which should be 
brought to the attention of management 
at each year-end, so that the deduction 
is not disallowed through inadvertence. 
Many well-run family corporations make 
it an annual practice to review this 
problem at year-end and payments are 
promptly made so that the deduction is 
not lost. We know of many instances of 
the corporation making such payments 
and the stockholder then lending the 
cash back to the company. Of course the 
corporation can make the payment by 
a note. We know of no instance where 
this practice has been questioned. In- 
deed the function of the statute is to 
correlate the corporate deduction and 


the receipt of taxable income by the 


Corporate organization and distributions « 


employee-shareholder. This objective is 
accomplished when the payment and 
loan method is used. 

7. Disallowances to prevent tax avoid- 
ance. The Commissioner has three spe- 
cial Sections which he may use to pre- 
vent tax avoidance in transactions be- 
related taxpayers. This triple 
threat is contained in Section 1551, Sec- 
tion 269, and Section 482. These give 
him a three-barrelled scatter gun to dis- 


tween 


allow exemptions, losses, credits and 
deductions. 

If Swenson Tire Co. spins off part of 
the corporate assets to a new corpora- 
tion in order to secure the extra $25,- 
000 surtax exemption which saves a 
$5,500 in income 
taxes, Section 1551 may be used to dis- 


corporation up to 


allow the $25,000 exemption. 

If Swenson Tire Co. acquires control 
of Jones Butter Co. in order to secure 
the benefit of the butter company’s oper- 
ating loss carryover, it may be lost if 
the Commissioner invokes Section 269. 

Or if Swenson Tire Co. sells tires to 
a service station owned by a partnership 
consisting of its controlling sharehold- 
ers, and charges an excessive price, the 
482 to 
allocate part of the corporate income 


Commissioner may use Section 
back to the partnership. 

These statutes apply to a multitude 
of different types of transactions. Experi- 
ence is the best guide in this broad 
area of related taxpayers. The obvious 
that is 
not arms length and not on the terms 


danger signal is a_ transaction 


which would be granted to an outsider. 
If not arms length, take care, lest the 


Commissioner use his triple-barreled 
tax gun. 
8. Executives’ travel and _ entertain- 


ment expenses. This particular category 
has come under increasing surveillance 
by Internal Revenue in the past few 
years. Of course, as you know, such ex- 
penditures must be ordinary and neces- 
sary in order to justify a corporate de- 
duction. Sometimes the 
preliminary proof of deductibility, viz., 


that the expenses were actually incurred. 


over-looked is 


Where the taxpayer-corporation cannot 


pass muster on both counts, disallow- 


ance follows. If the employee who in- 
curred the 
shareholder, 


substantial 
will 


categorize the expenditure as a dividend 


expense is a 
the Commissioner 
to the employee-shareholder. If he is 
the 
simply shifts the disallowed portion to 


not a_ shareholder, Commissioner 


the compensation category. Likely as 


not, he will also label the compensa- 


131 


tion as excessive, so as to forestall de- 
duction on that ground. 

The only sure-fire formula for justify- 
ing such expenditures is clear proof of 
the reasons and necessity for them. 
There is no substitute for detailed con- 
temporaneous records, assuming, of 
course, that they are accurate. Although 
many clients complain they “don’t have 
time for such nonsense,” most of them 
swiftly change their minds after the dis- 
allowance axe has fallen just once. 

9. Corporate gain on sales in liquida- 
dation (Section 337). One of the traps 
pried open by the 1954 Code is the 
double taxation arising from liquidating 
a corporation. Frequently, where corpo- 
rate property connection 
with a liquidation, not only did the 
shareholder pay a tax on his gain from 
the liquidation, but the corporation also 
was subject to tax on the sale. Section 
337 was designed to cure this and elimi- 


was sold in 


nate the tax on the corporation’s gain 
in selling the property. 

The only risk now arises from failure 
to comply with Section 337. If the sale 
of corporate property occurs before the 
shareholders adopt th. plan of liquida- 
tion, or if the distribution to the 
shareholders more than 12 months from 


last 


the adoption, the double tax may result. 
Moreover, there are some assets, such 
as inventories, installment obligations, 
which may not be covered. Plainly a 
careful study of the statute and detailed 
Regulations is required to avoid this 


potential tax trap. 


The shareholder victim 


1. Stockholder withdrawals—dividends 
or loans? This question is arising with 
increasing frequency in the case of small 
companies. The contention can be made 
not only in the direct repayment of 
loans to the shareholder where the “thin 
incorporation” concept is utilized by the 
Commissioner, substan- 
tial shareholders borrow funds from the 
the 


but also where 


corporation. Under Gooding ap- 


proach mentioned earlier, 


the repay- 
ment of a loan by a “thin corporation” 
is a dividend unless it can be proved 
that the shareholder “intended” to en- 
force the debt even to the detriment of 
the corporation. 


Similarly, loans by the corporation to 


[Richard L. Green, editor of this depart- 
ment is, along with John L. Palmer, a 
partner in the Milwaukee law firm of 
Whyte, Hirschboeck, Minahan, Harding 
& Harland.| 





FZ 


The Journal of Taxation 


the shareholder are considered dividends 
unless it can be established that a bona 
fide debt existed. Here again, there must 
be an “intention” of the shareholder to 
repay and of the corporation to enforce 
repayment. As in all such cases, “inten- 
tion” can be demonstrated only by ex- 
trinsic evidence. Factors consistent with 


the existence of a true loan include 
book entries, promissory notes, and no 
default in interest and principal pay- 
ments. 

z. < orporate payment of premiums on 
life insurance on shareholder. The pay- 
ment of premiums by a corporation on 
the life of a shareholder has long been 
a risky business unless very carefully 


arranged. (Even insurance premiums 
paid on the life of an executive who is 
not a shareholder can create serious risk 
to him if he names his wife as benefici- 
ary or has the retained right to do so.) 
Recently there have been some extreme- 
ly troublesome decisions that have taxed 
the premiums as dividends to the share- 
holder-executive, even though the cor- 
poration owned the policy and was the 
beneficiary.! Such policies are designed 
to cover deferred compensation arrange- 
ments and stock purchase agreements, 
and the courts recently are attempting 
to disregard the corporate entity and 
treat the company as a mere conduit. 
There are real dangers in this area now, 
caution and_ extensive 


and extreme 


study is indicated. 


3. Corporate payment of personal 


The 


Commissioner often attempts to tax to 


ex penses—constructive dividends. 


a shareholder-officer travel and enter- 


tainment expenses which he considers 


excessive. In many instances, the Com- 
missioner is successful because the execu- 
lacks that 


certain pay- 


tive records to prove even 


travel or entertainment 
ments were made. In others, the point 
at issue is whether the entertainment or 
travel expenses were personal or for 
legitimate corporate purposes. Some- 
times he taxes the value of a corporate 
automobile used for personal purposes. 
1Casale, 26 TC No. 131 


(1956): Robert v. 


Sanders, et al, (DC Utah, 5/1/57) 57-1 TC 9661; 
Prunier, 28 TC No. 4, 4/12/57. 

“Section 357 of the 1954 Code reads: “(a) 
GENERAL RULE.—Except as provided in  sub- 


sections (b) and (c), if—(1) the taxpayer re- 
ceives property which would be permitted to be 
received under section 351, 361, 371, or 374 with- 
out the recognition of gain if it were the sole 
consideration, and (2) as part of the considera- 
tion, another party to the exchange assumes a 
liability of the taxpayer, or acquires from the 
taxpayer property subject to a liability, then 
such assumption or acquisition shall not be 
treated as money or other property, and shall 
not prevent the exchange from being within the 
provisions of section 351, 361, 371, or 374, as the 
case may be. (b) TAX AVOIDANCE PURPOSE.—(1) 
In general—If, taking into consideration the 
nature of the hab.lity and te cirevmstances in 
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An executive must be prepared to sub- 
stantiate the business purpose served by 
the payments or by the use of the cor- 
porate automobile. 

4. Constructive receipt of undrawn 
salary. The closely-held corporation of- 
fers many ways to minimize executive 
tax liability. Not all of them are legiti- 
mate. For example, if an officer is en- 
titled to receive salary in one taxable 
year, but for his own reasons induces 
the corporation to defer payment of it 
until a subsequent taxable year, the 
Commissioner will likely take the posi- 
tion that he had constructive receipt of 
the undrawn salary in the earlier year. 
If, however, a corporation is really un- 
able to pay a previously authorized sal- 
ary, it is absolutely essential that refer- 
ence be made to the facts in directors’ 
minutes. Although such references will 
not be conclusive, they will be of con- 
siderable assistance in fighting any claim 
that the executive had constructive re- 
ceipt of the salary which he never drew 
or which he drew in a_ subsequent 
period. 

5. Assumption of liabilities by corpo- 
ration (Section 357). One of the “sleep- 
1954 Code is Section 357.2 
What happens if an individual transfers 


ers” of the 


property to a corporation in exchange 
for stock and the company assumes the 
liability on the property? Under Section 
357 the shareholder may be stuck with 


an horrendous income tax unless he 


can show by a clear preponderance of 
the evidence that the principal purpose 
was not avoidance of taxes and was for 
a bona fide business reason. 

Even if the liability is not assumed, 
and the property merely taken subject 
to the liability, the stockholder will have 
to pay a tax on his constructive gain if 
the liability exceeds the basis of the 
property transferred. If Larsen Corpo- 
ration takes a building from Larsen in 
exchange for stock and the building has 
a basis of $10,000, subject to mortgage 
of $20,000, Larsen may end up paying 
a tax on the $10,000 excess. 


the light of which the arrangement for the as- 
sumption or acquisition was made, it appears 
that the principal purpose of the taxpayer with 
respect to the assumption or acquisition de- 
scribed in subsection (a)—-(A) was a purpose to 
avoid Federal income tax on the exchange, or 
(B) if not such purpose, was not a bona fide 
business purpose, then such assumption or acqui- 
sition (in the total amoust of the liability as- 
sumed or acquired pursuant to such exchange) 
shall, for the purposes of section 351, 361, 371, 
or 874 (as the case may be), be considered as 
money received by the taxpayer on the exchange. 
(2) Burden of proof—In any suit or proceeding 
where the burden is on the taxpayer to prove 
such assumption or acquisition is not to be 
treated as money received by the taxpayer, such 
burden shall not be considered as sustained un- 
less the taxpayer sustains such burden by the 
clear preponderance of the evidence.” 


6. Preferred stock bail-outs (Section 
306). Preferred stock can be dynamite 
under the 1954 Code. Section 306, which 
treats the proceeds of sale or redemp- 
tion of certain preferred stock as ordi- 
nary income, was set up to prevent the 
so-called preferred stock bail-out, (i.e., 
getting surplus out at capital gains rates 
through issuance and sale or redemption 
of preferred) and it may have the pain- 
ful effect of sinking the stockholder’s 
fiscal ship. Suppose Swenson received the 
preferred stock as a non-taxable divi- 
dend on his common, or in a recapital- 
ization. Five years later the Corporation 
redeems the preferred or Swenson sells 
it to Johnson. Swenson may be shocked 
to hear the redemption is treated as a 
dividend or the gain from sale as ordi- 
nary income. Like many stringent laws, 
Section 306 has its exceptions. There 
are at least six possible methods of es- 
caping this result, so again a careful 
analysis of the Regulations and Rulings 
is indicated. 

7. Bargain purchase from corporation. 
If a corporation transfers property to a 
shareholder or to an employee at less 
than its fair market value, the difference 
may be income to the purchaser, as 
dividends in the case of the shareholder 
and compensation for personal services 
in the case of the employee. In practice, 
this rule is not enforced strictly on the 
sale of ordinary inventory items to em- 
ployees at a discount. The reason is that 
the employer can normally justify the 
price differential because the items are 
sold without advertising or merchandis- 
ing expense. Furthermore, the discount 
is normally offered without discrimina- 
tion to all employees. If the discounts 
were intended as compensation, it would 
be inconsistent with usually highly pro- 
gressive pay schedules to offer this 
“compensation” to all employees equally. 

Where, the 
non-inventory items, especially non-re- 
stricted corporate stock options, the em- 
ployee would normally be taxable. If 


however, sales involve 


sizeable transactions of this nature oc- 
curr and there is any question about the 
taxability of the employee, it is strongly 
urged that this be brought to the em- 
ployee’s attention. The good will which 
trying to 
through the bargain purchase will al- 
most certainly be dissipated if the em- 


the employer is engender 


ployee finds he has incurred additional 
income taxes. 

8. Sales of property to corporations. 
Closely held and their 
shareholders were previously able to 


corporations 
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save considerable tax by having a share- 
holder sell appreciated depreciable prop- 
erty to the corporation. The shareholder 
would realize capital gain but the cor- 
poration could depreciate the property, 
on a much higher basis than the share- 
holder could have depreciated it if he 
had simply contributed it to the corpo- 
ration. 1951 when Sec- 
tion 117(0) was adopted (now Section 
1239), any gain recognized to the trans- 


However, since 


feror on such a sale to a controlled cor- 
poration (one in which he directly or 
indirectly owns an 80%, interest) is tax- 
able as ordinary income. Those of us 
lack 
of logic in our tax law are not surprised, 
that 
loss rather than a profit to the share- 
holder, he will find that the loss is dis- 
allowed under Section 267(a)(1). Thus 
the clear lessons are: (1) don’t sell de- 


who have become hardened to a 


therefore, if the sale results in a 


preciable property to your controlled 
corporation if you will have a gain on 
the sale; (2) don’t sell any property to 
your controlled corporation if you will 
have a loss on the sale. 

9. Effect of thin incorporation on the 
shareholder. If the Commissioner is able 
to establish that a corporation has been 
thinly incorporated, the repayment of 
a loan to a shareholder-creditor will be 
taxed to the recipient as a dividend. 
Also, if the loan becomes uncollectible, 
the assert that the 
loss is not a bad debt but simply a capi- 


Commissioner will 
tal loss incurred on the capital invest- 
ment of the shareholder and, therefore, 
subject to the capital loss limitations. 

10. Partial redemptions of stock as 
Without the 


intriguing mazes of the tax laws 


dividends. doubt one of 
most 
is Section 302. Designed to make certain 
the tax result of stock redemptions, its 
rules of constructive ownership under 
Section 318 through families, partners, 
trusts and controlled corporations, to- 
gether with its horrible provisions for 
the ten-year freeze-back and_ ten-year 
freeze-forward, have created many a tax 
trap for the innocent and unwary share- 
holder. A partial redemption can be a 
the 


is carefully guided. A 


hazardous adventure unless share- 


holder careful 
counselor will permit a redemption only 
after he has collected and analized hold- 
ings of all related shareholders. 

\ complete termination can cause se- 
rious trouble if the stockholder goes 
back into the business within ten years 
as an employer, officer, shareholder or 
director. And even if he stays out for 


ten years, if a son to whom he has made 
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stock gifts within ten years stays in, the 
complete termination may backfire. 

The watchword on redemptions of 
closely held stock is Caution—this road 
may be mined! 

ll. Dangers of reorganizations. The 
risks of a defective reorganization or re- 
capitalization are evident. What was 
assumed to be a tax-free exchange may 
end up a taxable dividend. The price is 
usually great because the transaction 
may involve all or a substantial part of 
the stock of the corporation. Hence we 
usually proceed in this area only after 
securing a favorable ruling from the 
Internal Revenue. The ruling should 
never be requested unless a real business 
purpose is involved and unless all tech- 
nical requirements can be met. 
don’t re- 
quest a ruling if there are serious tax 
skeletons in the corporate closet. Several 
taxpayers have secured favorable rulings 


The major point here is: 


on reorganizations, but in the review- 
ing process fell victim to the lurking 
danger of a personal holding company 
surtax or some other disaster. 

Guard against cash or other property 
not received tax-free in the exchange! 
This boot under Section 356 
taxed as a dividend and boot your client 


may be 
in the solar plexus! 

12. Risks and costs of liquidation. 
Although the general rule is 
shareholder 


that a 
gain 
amounts distributed in complete liqui- 


realizes capital on 
dation or on a qualified partial liquida- 
tion, failure to achieve such a liquida- 
tion will result in the distribution be- 
ing taxed to the shareholder as a divi- 
dend to the extent that the corporation 
has earnings and profits. Therefore, it 
is vital that such transactions be handled 
with mechanical precision so as not to 
unconsciously fail to effect either a par- 
tial or complete liquidation. 

Pitfalls to be avoided in the case of 
a complete liquidation include an inad- 


vertent failure to distribute all of the 


Estate planners note: 
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corporate assets and a continuation of 
the corporate business activities on a 
“business as usual” basis while ostensibly 
winding up. If the liquidation is unduly 
prolonged and in the meantime the 
corporation is replenishing its stocks 
and is engaging in other activities in- 
consistent with liquidation, distributions 
to the shareholders can readily be taxed 
as dividends rather than distributions in 
liquidation. 

A partial liquidation must be one of 
a series of distributions in redemption 
of all of the stock, or, if not, the dis- 
tribution must be not essentially equiva- 
lent to a dividend. One sure-fire way 
to avoid the latter pitfall, is to liquidate 
a portion of the business which is in- 
active and being terminated. If the dis- 
tribution is not one of a series of dis- 
tributions in redemption of all of the 
stock, and it is impossible to qualify the 
partial liquidation under Section 346(b), 
it will undoubtedly be to your advan- 
tage to obtain a Treasury Department 
Ruling unless, of course, the corporation 
has no earnings and profits. 

In any event, before advising any 
client to liquidate, make absolutely cer- 
tain that the corporation is not “col- 
lapsible” within the meaning of Code 
341. The 
tests of Section 346 are beyond the scope 


Section complex statutory 
of this paper. 

This outline of tax traps and danger 
signals is, of course, far from being all- 
inclusive. As our relatively new 1954 
Code progresses toward what we hope 
will be eventual maturity, we will no 
doubt be faced with countless problems, 
of the nature of which we are still in 
blissful ignorance. In fact, we tax prac- 
titioners can be compared to the man 
who was beset by many worries, where- 
upon a voice in his subconscious spoke: 
“Cheer up, things could be worse.” 
Our worrier took the advice, and lo and 
behold, time passed and things did get 
worse! 


contributions 


of Section 306 stock not taxable 


ry INTRIGUING question has been 
answered finally and officially for 
estate planners and corporate tax men: 
Is it safe to distribute as a non-taxable 
dividend preferred stock which is 
within the scope of Section 306, and 
then make a charitable contribution of 


that preferred stock? The tax benefits 
from this technique are plain enough. 
The common stockholder can retain his 
control and yet secure (without any di- 
rect cost to him) a valuable charitable 
deduction. But the feature of the plan 
that troubled some taxmen arose from 
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the phrase in Section 306: “if a share- 
holder sells or otherwise disposes of 
306 stock the 


realized shall be treated as ordinary in- 


Section amount 
come.’ However, the IRS has now ruled, 
and we think correctly, that such a con- 
tribution of Section 306 stock does not 
result in the realization of any income 
to the (Rev. Rul. 57-328, IRB 
1957-28. 


In the case ruled upon, the taxpayer 


donor. 


and his family owned a minority interest 
in a corporation (this point apparently 
was not particularly — sig- 
nificant) and he received a non-taxable 


considered 


preferred stock dividend under Section 
305. After the receipt, he donated all of 
his preferred stock to a tax-exempt 
There 


prearrangement for the 


charitable foundation. was no 
sale by the 
foundation of the preferred stock or for 
its redemption. 

The Service not only ruled that even 
though the preferred stock constituted 
Section 306 stock, it was not a disposi- 
tion resulting in any realization of in- 
come, but also that the contribution was 
deductible as a charitable contribution. 
In arriving at this sound conclusion, 
reference was made to the line of cases 
and rulings under the 1939 Code, where 
it had been firmly established that a 
charitable gift of appreciated property 
did not result in the realization of any 
income by the donor.1 

Perhaps of even greater impact was 
the holding in the same Rev. Rul. 57- 
328, that in the event of a “subsequent 
sale by the foundation of the preicrred 
stock donated to it by the shareholder, 
there will be no realization of income 
by the donating shareholder as a result 
of such sale.” This holding is, of course, 
significant and helpful, since it permits 
a subsequent tax-free disposition of the 
preferred stock by the charity either by 
a sale or a redemption. We recommend, 
however, both restraint and caution 
with respect to such subsequent disposi- 
tions. The Ruling itself stressed the fact 
that there was “no prearrangement.” 
Moreover, we had been previously in- 
formed that where Section 306 stock had 
been contributed to a private founda- 
tion, and then redeemed within one 
year, the Service had cast a “jaundiced 
eye” on the Con- 
ceivably, If any prearranged plan to sell 
or redeem were established, the Service 
might very well claim there had been 


whole transaction. 


‘David C. White v. Broderick, 
213; Campbell v. Prothro, 209 
Rev. Rul. 55-138, C.B. 


104 Fed. Supp. 
F.2d 331; and 
1955-1, 223. 


an effective assignment of income under 
the Horst line of case and thereby tax 
the contributing shareholder on _ the 


gain from the disposition. Thus, we 
think it important that this helpful Rul- 
ing be not abused. * 


‘New corporate decisions this month 


No income on gift of 306 stock to char- 
ity. Taxpayer received a dividend of 
preferred stock on his common stock. 
This preferred was Section 306 stock 
and under the Code, taxpayer would 
realize ordinary income on its subse- 
quent sale or other disposition. The IRS 
rules, however, that he does not realize 
income on a gift of the 306 stock to a 
charitable corporation. Income is not 
realized by making a gift, and further- 
more, the pattern of Section 306 is to 
tax the donee of 306 stock when it is 
finally disposed of. In this case, of 
course, the donee is tax-exempt also. 
[See comment on page 133.—Ed.] Rev. 
Rul. 57-328. 


Price paid in not-arm’s-length trans- 
determine [Ac- 
quiescence]. Taxpayer acquired assets 


action doesn’t values 
from its parent in a taxable exchange 
for its stock. The basis of the assets is 
their cost, is the value of the 
stock. The Commissioner asserted the 
value was the price at which the stock 


which 


was offered to its parent’s stockholders. 
The Tax Court held that was a trans- 
action not at arms-length, and valued 
the stock by valuing its assets. It ac- 
cepted as true value their book value, 
which was higher than the sales price. 
Avco. Mfg. Corp., 27 TC 547, acq. IRB 


1957-25. 


Bargain purchase of corporation’s stock 
is a dividend. Taxpayer, a corporate 
officer and stockholder in a family corpo- 
ration, in settlement of a dispute with 
the other stockholders and corporate di- 
rectors, was permitted to acquire for 
$7,500 treasury stock having a fair mar- 
ket value of $33,000. The Court 
held that taxpayer received a_ taxable 


Tax 


dividend to the extent of the bargain. 
The amount of the dividend was limited 
to the earnings and profits in the year 
of distribution, since the corporation 
had an earned surplus deficit. Wald- 
heim, CA-7, 5/14/57. 


Distributions held to be out of earnings 
and profits. [Acquiescence]. Taxpayer 
reduced the par of its outstanding stock 
and claimed that the simultaneous dis- 
tribution to its stockholders of shares in 





American Airlines and Colonial Airways 
was a partial liquidation. This the Tax 
Court denied. It said there was no re- 
demption or cancellation of shares. The 
distribution was a dividend and did not 
reduce taxpayer’s invested capital. Avco 
Manufacturing Corp., 25 TC 975, acq. 
IRB 1957-23. 


Redemption of stock is equivalent to 
a dividend [Certiorart denied]. Tax- 
payer was sole stockholder in a corpora- 
tion primarily engaged in the real estate 
business. In 1945 and 1946, the corpo- 
ration disposed of several parcels of real 
estate. In 1946, the corporation pur- 
chased from the taxpayer one-half of 
its total outstanding stock. The district 
held that there was a 
purpose for the sale of the stock (pre- 
sumably the contraction of the corpora- 
tion’s business) and the transaction re- 


court business 


sulted in a capital gain to the taxpayer. 
The Ninth Circuit reversed. It reviewed 
the criteria other cases have established 
for determining whether a distribution 
is substantially equivalent to a dividend. 
It finds no corporate contraction, no 
corporate business purpose and, most 
important, that the net effect was the 
same as a dividend. [The 1954 Code 
exempts from taxation as a dividend dis- 
tributions not substantially equivalent 
to a dividend and in addition provides 
for exemption of several specific re- 
demptions. Ed.] 
6/24/57. 


Woodlaw, cert. den., 


1921 transfer was tax-free under law 
then; carryover basis allowed. The court 
holds that the transaction in which tax- 
payer acquired certain properties of a 
predecessor was non-taxable under the 
1921. It follows that 
taxpayer may use the basis of the prede- 


law in effect in 
cessor for computing depreciation in 
1945 and 1946 and gain and loss on 
Texas City 
Terminal Railway Co., Ct. Cls., 6/5/57. 


sale of these properties. 


Shifts of control not part of reorganiza- 
tion; no increase in basis. Taxpayer 
argued that the transaction in which it 
acquired its assets was not a tax-free re- 
organization therefore it had a 
basis for them equal to fair market value 


and 
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at receipt, not the lower basis of its 
predecessor. It claimed that the step 
transactions to be considered part of the 
reorganization should begin with the 
acquisition of 75% of the predecessor's 
by stockholders. If this 
acquisition is treated as the first step in 
the 


shares new 


reorganization, control was not 
maintained and the exchanges are tax- 
rhe the 


failed to prove that the capital changes 


able court holds taxpayer 
were contemplated at that time. It con- 
siders that references to rights to buy 
back stock acquired within five years 
showed the parties contemplated keep- 
ing the old corporation in existence. At 
that time only a sale of shares was 
planned. Nor was the court convinced 
by taxpayer’s alternative that if it lost 
on the first point and the reorganiza- 
tion was held to begin after the acquisi- 
tion of the predecessor’s stock by the 
new corporate stockholder, it should be 
deemed to include as its final step the 
transfer by that stockholder of its shares 
in taxpayer to a voting trust and the 
distribution of the voting trust certifi- 
cates to its own stockholders, thus shift- 
ing control from itself to its stockholders. 
his transaction, the courts holds, also 


was independent of the reorganization 


proper. Southwell Combing Co., 27 TC 
No. 60. 
Change-in-form reorganization doesn’t 


end taxable year. The Code provides in 
Section 381(b) that the taxable year of 
a transferor ends with the transfer in 
all cases except a Section 368(a)(1)(F) re- 
organization—a mere change in identity, 
form or place of organization. The IRS 
considers the case of an existing corpora- 
tion which re-incorporated under the 
laws of another state and then merged 
into its newly organized corporation a 
transaction qualified as a reorganization 
368(a)(1)(F) and 

368(a)(1)(A), which 
cludes a statutory merger. It holds that 


under Section also 


under Section in- 
despite qualification under other Sec- 
tions, the taxable-year rule applicable 
to (F) reorganizations applies. Rev. Rul. 


Capital gain allowed on redemption of 
Section 306 stock in public corporation. 
Preferred shares had been issued in a 
nontaxable merger of two large publicly 
owned corporations (it was Section 306 
stock). The corporation is required to 
redeem 3% of the shares annually. The 
Service holds that the redemption of 
preferred comes within the exception 
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provided by Section 306(b)(4); the Sec- 
retary is satisfied that the redemption 
is not in pursuance of a plan having 
as one of its principal purposes the 
avoidance of income taxes. According- 
ly, Section 306(a) denying capital gain 
treatment is Rev. Rul. 
57-212. 


° 


inapplicable. 


Rent from sister corporation not PHC 
income (1945-1954 law). Taxpayer re- 
ceived a which 
included interest and also received rent 


condemnation award 
from a corporation whose stockholders 
were the same as taxpayer's. The Tax 
Court held both were personal holding 
company income. This court reverses. 
The interest was personal holding in- 
come but the rent was not. The year in- 
volved was 1950 and the Code specifically 
provided that for years 1945-1954 rent, 
even though directly or indirectly from 
shareholders owning 25% of the stock, 
is not PHC income if the property so 
rented is used by the shareholders in 
a bona fide business enterprise. The 
the 
Code is interpreted as excluding this 
rent entirely as PHC income. Here the 
court finds the property was used for a 


somewhat ambiguous language of 


business and this rental being more than 
80% of the total income, taxpayer is 
not a PHC. 320 East 47 St. Corp., CA-2, 
4/10/57. 


Affiliates’ operating losses (consolidated) 
don’t reduce after-acquired stock. The 
Tax Court held that net operating losses 
of a subsidiary in years when consoli- 
dated filed 
basis of the subsidiary’s stock to the 


returns were reduce the 
parent, even though some of the loss 
occurred prior to the parent’s acquisi- 
tion of more stock by a new investment. 
Two judges dissented on the ground 
that the cost of entirely new stock in a 
subsidiary should not be reduced by old 
losses. This court reverses: the Regu- 
lations do not require this result. This 
court agrees with the dissent. If there 
is any tax advantage it arises from the 
rule that losses cannot reduce the basis 
below zero. American Water Works Co., 
CA-2, 4/17/57. 


Consolidated income includes parent’s 
gain from cancellation of debt to sub- 
sidiary. A subsidiary cancelled its par- 
it. The Service 
rules that the gain of a parent must be 


ent’s indebtedness to 
included in computing consolidated tax- 
able income. Transfers of property be- 
tween members of an affiliated group 
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are permitted by the general design of 
the Regulations only if no ultimate tax 
advantage is gained thereby. In _ this 
transaction there is no compensating 
basis adjustment to insure eventual col- 
lection of tax if the forgiveness were 
itself tax free. To the extent that the 
cancelled indebtedness exceeds the par- 
ent’s basis of the subsidiary’s stock, the 
excess is taxable as a gain from the sale 
or exchange of property. Rev. Rul. 57- 
201. 


Pre-affiliation loss of parent no carry- 
over against post-affiliation gain of sub- 
sidiary. Taxpayer's year ended March 
31. On March 2 it acquired all the stock 
of a profit-making company and filed a 
consolidated return with it. The court 
upholds the Regulation denying the de- 
duction of taxpayer-parent’s loss for the 
eleven pre-affiliation months against the 
subsidiary’s income for the one-month 
affiliation. Nor can the loss be used as a 
carryforward in later years. Olivier Com- 
pany, DC Ala., 5/20/57. 


Jury finds partial redemption not 
equivalent to a dividend (1939 Code). 
Taxpayer, 


stockholder in a 


corporation, purchased an additional 35 


majority 
shares of its stock from another stock- 
holder. He paid part of the purchase 
price in cash and obtained monthly 
advances from the corporation to pay 
the At a 
vance amounted 


99 


time when the ad- 
$7,700 taxpayer 
of stock the 


corporation in cancellation of this in- 


balance. 
to 
shares 


transferred to 


debtedness. Taxpayer alleged that the 
purpose of the transaction was to en- 
hance the credit standing of the corpo- 
ration. The court submitted the ques- 
tion, of whether this redemption was 
substantially equivalent to a dividend, 
to the jury. The jury found for tax- 
payer. Fewel, DC Fla., 4/8/57. 


Ordinary loss on property received in 
corporate liquidation [Acquiescence}. 
Taxpayer who held a majority stock in- 
terest in a Budapest lumber mill ad- 
vanced operating funds to the mill in 
1939. He left Hungary in 1940. Six years 
later, after the war, the mill transferred 
veneers to taxpayer in payment for the 
advance. The 
Budapest and were “nationalized” in 


veneers remained in 
1948 along with the remaining corporate 
assets. The court allows an ordinary 
loss on the veneers and travel expenses 
incurred in trying to sell them. Goldner, 
27 ‘TC 455, acq., IRB 1957-21. 





136 * The Journal of Taxation »* 


TAXATION OF 


September 1957 


artnerships 


EDITED BY JACKSON L. 


BOUGHNER, LL.B., 


CPA 





New opportunities, restrictions under 


Subchapter K revealed by advisory group 


We EXPERT practitioners start talk- 
ing about how the law should be 
changed it is likely that their analysis | 
will produce much help in understand- 
ing how the present law works. Such is 
the case with the very complicated pro- 
visions of the partnership section of the 
1954 Code, Subchapter K. The Mills 
Committee appointed an Advisory 
Group on Partnerships (see box) which 
includes some of the country’s lawyers 
most expert on taxation of partnerships. 
In their 


recommendations we see new 


light on Subchapter K; practical and 
useful whether or not their recommend- 
ed changes are adopted. 

[his is the second installment of this 
analysis; the first appeared last month. 
Here is what the lawyers have to say: 


Exclusion from partnership provisions 


lax men have been saying that most 
of the organizations permitted to elect 
to be excluded from subchapter K rules 
have been “electing out.” It is not sur- 
that the 
Group recommends that such organiza- 


prising, therefore, Advisory 
tions be excluded unless they “elect in.” 
Section 761(a) of the Code contains the 
present election to exclude—it provides 
that “for purposes of the subtitle, the 
term ‘partnership’ includes a syndicate, 
group, pool, joint venture, or other un- 
incorporated organization through or 
by means of which any business, finan- 
cial operation or venture is carried on, 
and which is not, within the meaning 
of this title [subtitle], a corporation or 
a trust or estate.” 

Under the Regulations the Secretary 
or his delegate may, at the election of 
all the members of an unincorporated 
organization, “exclude such organization 
from the application of all or part of 
the subchapter, if it is availed of (1) for 
investment purposes only and not for 


the active conduct of a_ business, or 
(2) for the joint production, extraction 
or use of property, but not for the pur- 
pose of selling services or property pro- 
duced or extracted, [and] if the income 
of the members of the organization may 
be adequately determined without the 
computation of partnership taxable 
income.” 

This is the Advisory Group proposal: 

“Section 761(a) of present law creates 
two special categories of organizations 
which are permitted to be excluded from 
the application of all or part of sub- 
chapter K if all of the members so elect 
and if the income of such members can 
be adequately determined without the 
computation of partnership taxable in- 
come. The requirement that the organ- 
izations can be excluded from subchap- 
ter K only if the election is made by all 
the members creates serious practical dif- 
ficulties. The election also may affect the 
substantive rights of the parties as be- 
and_ therefore 


pose serious substantive legal problems 


tween themselves may 
as well. 

“Your Advisory Group has concluded 
that these problems may best be avoided 
by excluding all such organizations from 
the statutory definition of partnerships 
in the first instance. This conclusion is 
not inconsistent with the basic concept 
of partnerships, since the absence of a 
joint profit motive or the failure to con- 
duct an active business would seem in 
the first instance to make such organiza- 
tions more closely akin to cotenancies or 
coownerships than to partnerships. This 
proposed exclusion from subchapter K 
has not been made conditional upon the 
income of all members being determin- 
able without the necessity for calculating 
partnership taxable income, since the 


close resemblance of these organizations 
to cotenancies or coownerships should 


make such a condition unnecessary for } 
the protection of the revenue. 
“The privilege granted such organiza. } 
tions to be treated as partnerships under 
existing law has been preserved by al- 
lowing any such organization (as distin. | 
guished from the members) desiring to 
be so treated, for the purpose of all or a | 
part of subchapter K, to so elect. If the | 
organization elects to be treated as a 
partnership for all purposes of subchap- 
ter K, the Secretary or his delegate is au- 
thorized to prescribe the time and man. | 


ner of election. If, however, the organi- 
zation elects to be excluded from only a 
part of the subchapter, the Secretary or 
his delegate is also authorized to pre- 


scribe the extent of such exclusion. 

“In order to afford adequate protec- | 
tion for the revenue in the case of or- 
ganizations which do not elect to be 
treated as partnerships for all or some 
part of subchapter K, the Secretary or 
his delegate is empowered to require, by 
regulations, the filing of such informa- 
tion with respect to the nature of the 


organization’s operations and the iden- 
tity of its members as he shall deem 
necessary. It is contemplated that the 
Secretary will require only such mini- 


mum reporting as will actually be of use | 


in administering this provision and that 
regularly recurring annual information 
returns in respect of such organizations 
will be unnecessary for this purpose.” 


Termination of partnership 

Section 708(b) provides the rules on 
terminations. It rules that “. . . a part- 
nership shall be considered as termin- 
ated only if . within a 12-month pe- 
riod there is a sale or exchange of 50% 
or more of the total interest in partner- 
ship capital and profits.” 

There have been two major criticisms 
of this Section. One is the technical mat- 
ter that while the Section is intended to 
cover sales or exchanges which total to 
50% within a six-month period, it does 
not say so. The second criticism is that 
the harsh rules of termination (the year 
closes as to all partners) would be ap- 
plied to a sale between partners, though 
result 
achieved by the partners without a sale. 


the same _ practical could be 
The Group recommends that sales be- 
tween partners not cause a termination. 
This is their recommendation: 

“Section 708(b)(1)(B) of the Code pro- 
vides that a partnership is to be consid- 
ered as terminated if, within a 12-month 
period, there is a sale or exchange of 
50% or more of the total interests in 








partn 

“2 
anoth 
nersh 
of 50! 
nersh 
termi 
terest 
tions 
partn 
treatr 
form. 
comp 
there 
terest 
ing a 
to th 
nersh 
draw: 
seque 
visor’ 
nersh 
gardl 
to pz 
the | 


pric or 


Part? 
T 
Ways 
provi 
shoul 
of a 
the 
liqui 
ment 
inter 
posec 
(B). 
“A 
fact | 
to ‘a 
- 12 
this 
tive 
or € 
mon 
tire; 
of tl 
chan 
ther« 
to re 


Orge 

Tl 
be g 
tion 
diffe 
ing | 
over 
only 
thou 
an ¢ 





iry for 


ganiza- 
. under 
by al- 
distin- 
ring to 
ull or a 
If the 
as 


! 


ibchap- 


e is au- 
d man- 
organi- 
only a 
tary or 
tO. pre- 
n. 
protec- 
of or- 
to be 
r some 
fary or 
lire, by 
iforma- 
of the 
e iden- 
deem 
iat the 
mini- 
of use 
id that 
mation 
zations 


” 
Ose. 


iles on 
a part- 
fermin- 
ith pe- 
tf 50% 


jartner- 


iticisms 
al mat- 
ided to 
otal to 
it does 
is that 
1e year 
be ap- 


though 


ild be 
a sale. 
les be- 


nation. 


de pro 
consid- 
-month 
nge of 


ests in 


partnership capital and profits. 

“The sale of a partnership interest to 
another partner will terminate the part- 
nership if the interest sold is in excess 
of 50% of the total interest in the part- 
nership capital and profits. However, no 
termination occurs where a partner’s in- 
terest is liquidated by making distribu- 
of the 
This disparity of 


tions to him of more than 50% 


) 


partnership assets. 


treatment places too much emphasis on 


| form. The remaining partners can ac- 


complish results identical to those where 
there has been a sale of partnership in- 
terest between partners merely by mak- 
ing additional contributions of property 
to the partnership and having the part- 
nership make distributions to the with- 
drawing partner. To equate the tax con- 
these Ad- 
visory Group recommends that a part- 


sequences in two cases the 
nership not be terminated by a sale (re- 
gardless of the percentage interest sold) 
to partners who have been members of 
the partnership for at least 12 months 
prior to such sale. 


Partner’s interest 
“The 


Ways and Means in connection with this 


report of the Committee on 
provision might also suggest that there 
should be a correlation of the treatment 
yf a partner’s interest (with respect to 
the 12-month rule) in the case of a 


liquidation of an interest with the treat- 


ment accorded a sale of the partner’s 
interest to other partners under the pro- 


| posed amendment to Section 708(b)(1) 


(B). 

“Attention has also been called to the 
fact that Section 708(b)(1)(B) refers only 
to ‘a sale or exchange’ occurring ‘within 
a 12-month period.’ It is believed that 
this was intended to present a cumula- 


tive concept, adding together all sales 


12- 
month period. However, this is not en- 
clear in the statute as the result 
of the reference only to ‘a sale or ex- 


or exchanges occurring within a 
tirely 


change.’ The Advisory Group suggests, 
therefore, that this provision be revised 


” 


to refer to ‘sales or exchanges.’ 


| Organization expenses 


Che Group proposes that partnerships 
be given the right to amortize organiza- 
tion costs. The proposal for partnerships 
differs somewhat from Section 248 giv- 
ing this right to corporations and, more- 
over, the Group proposes this treatment 
incurred in the future, 
though it recommends consideration of 


only for costs 


an election to amortize previously in- 


curred costs not deducted. This is the 
Group’s proposed Section 703(b): 

DEDUCTION OF ORGANIZATIONAL Ex- 
PENSES OF PARTNERSHIP.— 

1. ALLOWANCE OF DEDUCTION.—A de- 
duction shall be allowed to the 
partnership for the organizational ex- 
penses (as defined in paragraph (3) of 
the partnership). 

2. PERIOD FOR WHICH DEDUCTION Is 
ALLOWABLE.—This deduction for organi- 
zational expenses of the partnership 
shall be taken into account by the part- 
nership— 

A. for a period of 60 months 
beginning with the month in which 
such expenses were paid or ac- 
crued, and 

B. any organizational expenses 
not previously deductible by the 
partnership shall be deductible by 
the partnership for its taxable year 
in which, or with which, the part- 
nership is terminated in the man- 
ner described in section 708(b). 

3. DEFINITION OF ORGANIZATIONAL EX- 
PENSES.—For purposes of this subsection, 
the term ‘organizational expenses’ in- 
cludes any expenditure incident to— 

A. the creation of a new part- 
nership. 

B. the preparation of a part- 
nership agreement for an existing 
partnership. 

C. the amendment of an exist- 
ing partnership agreement, or 

D. the preparation or amend- 
ment of any agreement relating to 
the purchase or retirement of the 
interest of a withdrawing or de- 
ceased partner. 

“The Advisory Group believes that 
the above amendment should be effec- 
tive with respect to partnership expenses 
the 
might also be given to provision for 


incurred in future. Consideration 
amortization of organizational expenses 
previously paid or accrued but not de- 
ducted. These might be allowed as de- 
ductions over a 60-month period begin- 
ning with the first month after the ef- 
fective date applicable to this provision.” 

The Group considered this to be 
made necessary by decisions by the Tax 
Court in Abe Wolkowitz, et al., TCM 
1949, and Meldrum and Fewsmith, Inc., 
20 TC 790, 807, affirmed on other is- 
sues, 230 F2d 283, which hold that “legal 
fees incurred in the organization of a 
partnership capital expenditures 
and cannot be deducted.” 

“Section 248 permits a corporation, 
if it so elects, to deduct its organizational 


are 
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expenditures over a period of 5 years. 
The proposed addition to Section 703, 
permitting the deduction of expenses re- 
lating to the formation of a partnership 
or the revision of the partnership agree- 
ment, differs from Section 248 in the 
following respects: 

a. Deduction is allowed over a fixed 
period of 60 months without any elec- 
tion being required by the partnership. 
Under Section 248 the corporation may 
elect to treat organizational expenses as 
deferred expenses and to deduct them 
ratably over a period of not less than 
60 months. 

b. Subparagraph (B) of the pro- 
posed Section 703 (c) provides that any 
organizational expenses not previously 
deductible by the partnership become 
deductible by the partnership for the 
taxable year of its termination under 
Section 708(b). The same result is al- 
ready established by court decisions in 
the field of corporate tax law when a 
corporation is liquidated. 

c. The “organizational expenses” of 
a partnership are amortized over a pe- 
riod of 60 months after such expenses 
were paid or incurred. Under Section 
248 the organizational expenses of a 
corporation are deductible over a period 
of 60 months beginning with the month 
in which the corporation begins busi- 
ness. Section 248 creates a hiatus as to 
amortization of organizational expenses 
which may not be billed to the corpora- 
tion until several months after it has be- 
gun the commence- 
ment of the amortization period with 


business. Further, 
the date of beginning business is not 
practicable in the partnership situation 
since ‘organizational expenses’ of a part- 
nership are defined as including ex- 
penses that may be incurred by the part- 
nership more than 5 years after it began 
business. (See point (d) below.) 

d. The ‘organizational ex- 
penses’ is defined as including expenses 


term 





Advisory Group 
Membership of the Advisory Group 
consists of the following well-known 
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Donald McDonald 
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Laurens Williams 
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not necessarily related to the formation 
of the partnership. The term is expressly 
broadened to include costs of preparing 
or revising the partnership agreement 
after the partnership is formed. The 
term also includes the costs of preparing 
or amending a buy-and-sell agreement. 
e. No attempt is made to exclude 
from “organizational expenses” the costs 
of obtaining capital contributions. Such 
costs are usually nominal in the case of 
a partnership and are extremely difficult 
to segregate from the cost of forming the 
partnership. In a partnership there are 
not the legal costs and expenses involved 
in capital contributions that are found 
in connection with the issuance of capi- 
tal stock of a corporation. 
of 


partnership organizational expenses in 


“To provide for the deduction 
the manner described above, it is recom- 
mended that subsection (b) of Section 
703 be redesignated as subsection (c) and 


that a new subsection be adopted.” 


Limitation of deduction of losses 

A tricky new rule in the 1954 Code is 
the limitation of the partner’s deduc- 
tion for his share of partnership losses 
to the amount of his basis (Section 704 
(d). A partner is not permitted to deduct 
the loss even if he is committed to repay 
it to the partnership; such a liability to 
the partnership did not qualify as an 


increase of basis under Section 752. The 
Advisory Group recommends that 752 


be widened to include a liability to the 
partnership. Here are the two Sections 
involved, and the Groups’s proposal: 

‘“. .. A partner’s distributive share of 
partnership loss (including capital loss) 
shall 
the adjusted basis of such partner’s in- 


be allowed only to the extent of 
terest in the partnership at the end of 
the partnership year in which such loss 
occurred. Any excess of such loss over 
such basis shall be allowed as a deduc- 
tion at the end of the partnership year 
in which such excess is repaid to the 
partnership.” 

Section 752:—“Any increase in a part- 
ner’s share of the liabilities of a partner- 
ship, or any decrease in a partner’s indi- 
vidual liabilities by reason of the as- 
sumption by the partnership of such in- 
dividual liabilities, shall be considered 
as a distribution of money to the part- 
ner by the partnership.” 

“Section 704(d) provides that a part- 
ner’s distributive share of a partnership 
loss is to be allowed only to the extent 
of the partner’s adjusted basis for his in- 
terest in the partnership. Any excess loss 
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is to be allowed as a deduction only 
when the excess is repaid to the partner- 
ship. On the other hand, Section 752 
provides in effect that am increase or de- 
crease in a partner’s share of the liabili- 
ties of a partnership, or any increase or 
decrease in his individual liabilities as 
a result of a shift in liabilities between 
a partner and a partnership is to result 
in an increase or decrease in the adjust- 
ed basis of the partner’s interest in the 
partnership. 

“Thus, under present law if a partner- 
ship incurs a liability with respect to a 
third party, there would be an increase 
in the partner’s basis for their interests, 
to the extent of their shares of that li- 
ability. 

“The then deduct 
their share of partnership losses against 


partners could 
the basis acquired as a result of the li- 
ability as well as against any other basis 
they may have. However, it appears that 
if the liability is between a partnership 
and a partner (as distinguished from 
third persons) such liability has no effect 
on the partner’s basis for his interest 
and, therefore, cannot be used to offset 
a partner's share of a partnership loss. 

“The Advisory Group recommends 
where a partner is fully obligated to pay 
a liability to the partnership that he re- 
ceive a basis for his interest to the ex- 
tent of his obligation. This will ordi- 
narily make any losses which may have 
given rise to the liability deductible in 
the year incurred.” 
Section 751 

An important loophole plug of the 
1954 Code is Section 751, providing rules 
for the treatment of unrealized receiv- 
ables and appreciated inventory on dis- 
tribution by the partnership or on a 
sale or exchange of a partnership inter- 
est. As so frequently happens, it appears 
that there the 
plug. The Advisory Group proposes sev- 


now are new holes in 
eral minor and one major change at this 
time and reserves others for study. 

On the whole, the Group approves of 
the principle of 751. “The Advisory 
Group has considered several other ap- 
proaches: (A) a “collapsible corporation” 
treatment patterned after Section 341: 
(B) a complete repeal of the Section, 
with full allowance of capital gain; and 
(C) a rule for complete fragmentation, 
requiring a partner to pick up any share 
of ordinary income attributable to him. 
The existing approach has been re- 
tained because it,is considered to afford 
the maximum simplicity of operation 


which is consistent with a safeguarding 
of the revenues.... 

“The major substantive change 
proposed ... is to recognize complete 
capital gain when the partner’s ordinary 
income under the Section does not ex- 
ceed $1,000. There is an ambiguity un- 
der present law in the case where the 
partnership has Section 751 property 
but where the partner does not have an 
overall gain on the sale of his interest; 
the statute as amended would be inap- 
plicable in such a case.” 

The Group made no recommendations 
with respect to the application of Sec- 
tion 751 to distributions to a partner; 
it is undertaking a comprehensive -re- 
view of the whole topic of distributions 
to partners. 


Unrealized receivables 

The Group proposed a few changes in 
the treatment of unrealized receivables. 
It said: 

“The proposed amendment of subsec- 
tion (c) preserves the present rule that 
unrealized be 
merged with inventory items for the pur- 


receivables are not to 
pose of any qualifying percentage test. 
Thus, except for the overall $1,000 limi- 
tation applicable under Section 751(a), 
a partner must report as ordinary in- 
come his gain attributable to any un- 
The 


definition, however, would clarify and 


realized receivables. amended 
limit the broad definition in the present 
statute. It is made clear that payments 
for uncompleted services and for unde- 
livered goods do not encompass the area 
of goodwill.” 

This is achieved by proposing adding 
to the Section a sentence: “In the case 
of a right to payment for undelivered 
inventory items, the value of the right 
shall be includible only to the extent 
that the right is attributable to items 
owned by the partnership at the time of 
the sale, exchange, or distribution, with- 
reduction the value of such 


out by 


items.” 


Contractual rights 


It will be noted, the Group contin- 
ued, that “the value of contractual rights 
to payment is included to the extent of 
services rendered and of goods on hand. 
It is assumed that the valuation of con- 
tractual rights will take into account, 
among other factors, the due date of pay- 
ment, contingencies affecting the liabil- 
ity, the solvency of the payor, and anti- 
cipated expenses in performance 
The inclusion of ‘property created by 
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uncompensated services’ is intended to 
apply where inadequate compensation 
has been paid, to the extent of the ex- 
cess value of the services.” 


Appreciated inventory 

Che 1954 Code definitions of appre- 
ciated inventory have been widely criti- 
cized as being easily circumvented. The 
Group proposed a new formula. It is in- 
teresting to note that this Group formu- 
la differs substantially from that pro- 
posed by the ABA Committee on Part- 
nerships of the Tax Section, which we 
preported in these columns (5 JTAX 
360). Let us look at the Code formula, 
the Tax Section Committee criticism 
and finally the Advisory Group propos- 
als. 

Section 751(d) provides: “Inventory 
items of the partnership shall be consid- 
ered to have appreciated substantially 
in value if their fair market value ex- 
ceeds— 

1. 120% of the adjusted basis to the 
partnership of such property, and 

2. 10% of the fair market value of 
than 


all other 


money.” 


partnership property, 
Che Partnership Committee of the 
ABA this 


formula: 


Taxation Section criticized 

“Substantially appreciated inventory 
items are defined in the present statute 
as inventory items the value of which 
exceeds 120% of the partnership’s ad- 
justed basis of such property and 10% 
of the fair market value of all partner- 
ship property other than money. It is 
the 120% by 


planned action, such as causing the part- 


possible to avoid test 
nership to purchase additional inven- 
tory having a market value no greater 
than cost. It is also possible to avoid the 
10% test by causing the partnership to 
use its cash to purchase securities, or to 
borrow money to purchase securities, or 
to otherwise ‘juggle’ assets and liabilities. 

“To :nake the test of substantial ap- 
preciation more meaningful and less vul- 
nerable to planned tax avoidance,” the 
Committee continued, it “proposed that 
substantially appreciated inventory be 
determined by a comparison between 
the appreciation in value of the part- 
nership’s inventory and the total appre- 
ciation in value of all of the partner- 
ship’s property, whose fair market value 
exceeds adjusted basis. 

“In addition to the inventory being 
substantially appreciated under the fore- 
going test, it also must have a market 
value that exceeds 120% of the excess 


of the market value of all partnership 
property over the partnership liabilities. 
This is to avoid the problems of frag- 
mentation where the appreciation in 
value of partnership property is insigni- 
ficant in comparison with the total net 
worth, at market value, of the partner- 
ship. The measure is made the excess of 
market value of partnership property 
over partnership liabilities, rather than 
merely the market value of partnership 
property as in the present law, so as to 
eliminate obvious opportunities of in- 
the 


creasing partnership’s 


through borrowings.” 


property 


You will note that both the Code tests 
were in terms of the value of the inven- 
tory — inventory as percent of basis and 
inventory as percent of assets except 
money. When Advisory Group 
adopted a formula it accepted the Taxa- 
tion idea that 
tests be in terms of appreciation of in- 
ventory and that the comparison be with 
net assets. That is the formula it adopt- 


ed. 


the 


Section Committee the 


“INVENTORY ITEMS WHICH HAVE Ap- 
PRECIATED SUBSTANTIALLY IN VALUE.—In- 
ventory items of the partnership shall 
be considered to have appreciated sub- 





income share de- 
Tax- 


Partners taxable on 
spite agreement to sell interest. 


9507 
“  /o 


payers acquired a interest in a 
partnership in January, 1943. In Novem- 
ber, 1943, they entered into an agree- 
ment to sell to other partners their in- 
terest for their original investment plus 
50% of the estimated profit for 1943. 
The partnership’s bank refused to allow 
the sale to go through, threatening fore- 
closure of it’s loans. The partners then, 
in November, 1943, entered into a new 
agreement, calling for the same sale of 
the taxpayers’ interest, but postponing 
dissolution of the partnership until such 
time as the bank would consent or the 
bank loans were repaid. The circuit 
court affirms the Tax Court decision 
that the sale wasn’t completed in 
November, 1943, and _ that 
must report as ordinary income their 
share of the 1943 partnership income. 


Teaford, CA-7, 6/7/57. 


taxpayers 


Minor children not partners in slot ma- 
chine business. Taxpayer purported to 
operate a slot machine business in part- 
nership with his five minor children by 


New partnership decisions this month 
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stantially in value if the amount by 
which their fair market value exceeds 
their adjusted basis to the partnership 
is more than 15% of the fair market 
value of all partnership property re- 
duced by liabilities of the partnership.” 

The Group explained its proposal 
thus: 

“The proposed amendment of para- 
graph (1) of subsection (5) preserves the 
objective of the present statute to meas- 
ure inventory appreciation by the dual 
test of (a) ratio of increase in inventory 
value, and (b) ratio of inventory to total 
assets. The amendment, however, would 
replace this somewhat confusing and 
cumbersome test with a single formula 
which takes both factors into account; 
viz, the ratio of inventory gain to total 
net assets. A 15% ratio is suggested as 
an approximation of the results under 
present law. For example, if a partner 
sees his partnership interest for $100,000, 
he must fragment his inventory gain if 
his inventory gain is more than $15,000. 
This formula, incidentally, closes the ser- 
ious loophole under present law where- 
by real estate developers may avoid or- 
dinary income on substantial apprecia- 
tion the use of mortgaged property.” * 





making gifts to them of an interest in 
the machines. Under the licensing pro- 
visions of the state, the children could 
not be treated as the real owners, since 
it was illegal for them to participate in 
the business. Furthermore, the partner- 
ship agreement failed to spell out a 
transfer of title to the machines, and no 
interest in such machines was included 
in the capital account of any of the 
children. The court concludes that the 
children the real owners of 
capital interests in the partnership and 
were not bona fide partners. The entire 
business income is therefore taxable to 
the parent. Speisman, Jr., 28 TC No. 62. 


were not 


Partnership between salesman and office 
manager-wife upheld. [Acquiescence}. 
The Tax Court upheld a partnership 
between taxpayer husband, a commis- 
sion salesman, in Washington, for sev- 
eral manufacturers of automotive parts, 
and his wife, who ran his office and 
rendered service to the manufacturers in 
getting priorities, certificates of necessity 
and other paper work. Reynolds Estate, 
26 TC 1225, acq. IRB 1957-23. 
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What are the constitutional rights of a 


taxpayer who is being 


XPERIENCED practitioners know how 

4 frequently a taxpayer’s thoughtless 
action at the beginning of an investiga- 
tion turns out to be a waiver of his 
constitutional rights against unreason- 
able search (Fourth Amendment) and 
self-incrimination (Fifth Amendment). It 
is unfortunate that most taxpayers are 
ignorant of the importance of the de- 
cision they make when they consent to 
a “routine” examination or answer 
ordinary questions. On the other hand, 
to require formal warnings of revenue 
agents would make almost impossible 
the IRS’ task of 


records and verifying returns with only 


everyday checking 
minor or technical errors. Certainly the 
businesslike character of the usual ex- 
amination would be gone if the agent 
had to begin as an adversary. 

The courts have been aware of these 
problems when tax cases were presented 
to them; yet the vast body of law on the 
Fourth and Fifth Amendments has been 
made in nontax cases. Counsel for tax- 
payers under investigation must be 
familiar with the nontax law on these 
amendments as well as with the relative- 
ly few cases dealing with tax investiga- 
tions. 


Columbia survey 


The editors of the Columbia Law Re- 
view surveyed the constitutional privi- 
leges of the taxpayer against self-incrim- 
ination and search, and 
with their permission we bring you here 
the highlights of their study. The com- 
plete report, extensively footnoted, ap- 
pears in Volume 57, Number 5. Their 
overall conclusion is that the taxpayer 


unreasonable 


is in a poor position to resist govern- 
ment procurement of incriminating 
documents, “primarily because of the 
judicial and administrative reluctance to 
take measures necessary to ensure that 
the taxpayer will be made sufficiently 


investigated? 


aware of his predicament to make an 
intelligent choice in the matter of co- 
operation with tax authorities.” 

As yet, the “required records’ doc- 
trine has not been extended to tax cases, 
but it threatens a serious weakening of 
the privilege against self-incrimination. 
And finally “the 
have, in the ‘net worth’ method, a means 


Commissioner may 
of discouraging hope of success on the 
part of many taxpayers who do elect 
to rely on constitutional privilege.” 


Fourth Amendment 


The importance of the Fourth Amend- 


ment lies in the rule the courts have 
developed to enforce it—that informa- 
tion obtained by unreasonable search is 
excluded from evidence—the “exclusion- 


ary rule.” The Columbia note describes 
the impact of the Fourth Amendment 
on tax investigations in this way: 

“The Fourth Amendment 
Federal Constitution 


the 
guarantees the 
right of citizens to be secure ‘in their 
persons, 


to 


effects, 
against unreasonable searches and seiz- 


houses, papers, and 
ures.’ In the tax fraud area, the prob- 
lem of improper Federal search and 
seizure can theoretically arise in a num- 
ber of different ways, such as entry upon 
premises by force or stealth, the use of 
a defective warrant, or the abuse of the 
right of search in connection with a 
valid arrest. In practice, however, claims 
of privilege under the Fourth Amend- 
ment in tax fraud cases usually depend 
(1) that Government 
agents have gained access to documents 
through the use of subterfuge, or (2) 
protests that the Government is de- 
manding the production of documents 
under a summons lacking in reasonable 
specificity. In the former situation the 
person affected can enforce his rights 
by invoking the exclusionary rule . . . 
In the area of vague requests by the 


upon assertions 


Commissioner, the recipient of the sum- 
mons may resist governmental attempts 
to secure judicial enforcement of the 
summons as an unreasonable search .. . 

“Logically, this type of objection does 
not require resort to the Fourth Amend- 
ment. Although the courts continue to 
explain their decisions in terms of search 
and seizure, the cases might be more 
properly explained on the theory that 
the officials 
ceeded their statutory authority in issu- 
ing overly vague demands for records. 

“The requirement of specificity is 
primarily of value to third parties since 
the taxpayer himself would be likely, 
if he elects to assert constitutional privi- 
lege, to plead the Fifth Amendment as 
justification for refusal to testify or to 
produce any documents. 


administrative have ex- 


Reasonable search 


“In developing the test of reasonable- 
ness, the courts have proceeded on a 
examining the 
vance of the requested documents in re- 


pragmatic basis, rele- 
lation to the scope and purpose of the 
investigation. For example, in an in- 
vestigation of the oil industry a demand 
on an officer of the Standard Oil Com- 
pany of California to produce all cor- 
named 
corporations was held to be reasonable 
although the court acknowledged that 
it imposed an unusually severe burden. 
In the 


respondence among sixty-eight 


tax Government has 
been permitted, under the reasonable- 


ness standard, to examine hospital 


area, the 


records in order to compile a list of the 
patients of a doctor suspected of under- 
stating his income or copies of tax re- 
turns prepared for clients by an ac- 
countant where irregularities have been 
discovered in returns signed by him. 


Sccpe of exclusion 

“Where entry is obtained by force, 
fraud, or other means which 
sidered unreasonable within the mean- 
ing of the Fourth Amendment, the per- 
son whose rights are violated may move 
to suppress the evidence obtained and 
to compel return of his property. This 
exclusionary rule can be traced to Boyd, 
116 U.S. 616 (1886), where the com- 
pulsory production of private papers 
was held to constitute an unreasonable 
search and seizure because of the pos- 


are con- 


sibility of incrimination resulting from 
such production. 

“A person seeking to invoke the ex- 
clusionary principle, generally termed 
the Weeks rule, must meet several re- 


' 








quirer 
of un 
by a 
have ; 
search 
These 
meet. 
Feder 
the ¢ 
searcl 
state | 
Feder 
sessio 
opera 
ceedii 
clude 
tion, 
on ¢ 
ment 
other 
tion 
searc 
able 
of th 
of th 
be u 
victil 
speci 
reco! 
searc 
a lin 
Four 
cure 
illeg 
sear 
corp 
shar 
that 
has 


Red 
“] 
lish 
sive 
rule 
of « 
con 
the 
mu: 
ille: 
bas 
seiz 
wil 
em 
thr 
sez 
use 
it « 
hav 
on 
the 
pr 
de: 








sum- 
-mpts 
f the 
a 
does 
nend- 
ue to 
earch 
more 
that 
ex- 
issu 
rds. 
ty is 
since 
ikely, 
privi 
nt as 


r to 


able- 
ma 
rele 
n re- 
f the 
1 in 
nand 
om 
Cor 

med 
able 
that 
den 

has 
ible 

ital 
the 


ide 


orce, 
con 
ean 
per- 
love 
and 
Chis 
oyd, 
om 
pers 
ible 
pos 


rom 


quirements. He must first be the victim 
and seizure 
Second, he must 
have a property interest in the premises 
the seized. 
These requirements may be difficult to 


of unconstitutional search 


by a Federal officer. 


searched or in property 
meet. The requirement of action by a 
Federal officer precludes operation of 
the exclusion rule when the _ illegal 
search is made by private individuals or 
state officers not acting in collusion with 
Federal authorities. Similarly, when pos- 
session of the documents has passed by 
operation of law, as in bankruptcy pro- 
ceedings, the evidence will not be ex- 
cluded at defendant’s request. In addi- 
tion, many tax fraud cases may depend 
on Government acquisition of docu- 
ments in the possession of someone 
other than the taxpayer. Although viola- 
tion of his rights in either the premises 
searched or the property seized will en- 
able the taxpayer to move for exclusion 
of the evidence so obtained, if neither 
of these rights has been violated he will 
be unable to assert that he has been the 
victim of an unlawful search. This has 


specific application where corporate 


records are the subject of improper 
search. The corporation enjoys at least 
a limited degree of protection under the 
Fourth A: 


the 


adment and thus may se- 
return of 
the 


search is considered to be against the 


cure suppression and 


illegally seized material. However, 
corporate entity only, and officers or 
shareholders apparently cannot claim 
that the improper governmental action 


has violated their rights. 


Redress from violations 


“If standing to object can be estab- 
lished, petitioner’s relief may be exten- 
sive since the the 


purpose of Federal 


rule is to deter governmental violations 
of constitutional rights. Redress is not 
confined to suppression and return of 
the documents actually seized. All copies 
must be suppressed and information 
illegally obtained may not be used as a 
basis for instituting a legal search and 
seizure of those same records. Neither 
will the Government be permitted to 
employ independent evidence discovered 
through leads obtained from the illegally 
seized documents. The Government may 
use such independent evidence only if 
it can prove that the information would 
have been obtained in any event, but 
on this question it must probably bear 
the burden of proof and, should the 
prosecution fail in the attempt, all evi- 


dence obtained from these sources will 


be treated as ‘fruit of the poisonous tree’ 
and rejected. 

“Evidence obtained by the stealth of 
Federal agents is as subject to the exclu- 
sionary rule as is that obtained by break- 
ing and entering. Similarly, trickery or 
false promises may be sufficient to taint 
evidence thereby. 
there is apparently no requirement that 


acquired However, 
Government agents informally request- 
ing access to records issue a warning that 
cooperation may result in the use of the 
material in later criminal proceedings. 

“While complete misrepresentation of 
status as a Government agent will result 
in exclusion of evidence obtained, there 
appears to be no affirmative duty on 
either internal revenue agents perform- 
ing routine audits or Special Agents of 
the Intelligence Division to inform the 
taxpayer of the type of investigation in 
progress or to warn him of his rights 
the Fourth and Fifth 
ments. This lack of duty to warn has 


under Amend- 
special importance in tax investigations 
because of the administrative distinction 
made by the IRS between the joint in- 
vestigation where fraud is suspected and 
the routine audit where the Government 
merely seeks to determine the correct- 
ness of a tax return. At present, it does 
not seem to be the policy of the Gov- 
information or 


ernment to give such 


warning, at least in cases where no 
sworn statements are being taken. This 
is partially based on the theory that 
when a taxpayer permits a_ routine 


examination of his books, he will be 
held to anticipate that any incriminat- 
ing evidence found will be used against 
him. Thus, when evidence of fraud is 
uncovered in a routine audit and an in- 
telligence agent then enters the case, it 
seems clear that the Federal officers need 
not inform the taxpayer of the altered 
purpose and expanded scope of the in- 
vestigation. However, the area of active 
misrepresentation is less clear. Where 
the taxpayer is told that the investiga- 
tion is a routine audit when it is in fact 
investigation, the 
divided. A district court has held in 
Wolrich, 129 F. Supp. 528 (S.D.N.Y. 
1955), on the basis of information ob- 


a fraud cases are 


tained from the Manual of Instructions 
of the Internal Revenue Service, that it 
constitutes a fraudulent statement for 
an internal revenue agent to tell the 
taxpayer that an investigation is a ‘usual 
routine audit’ when he is in fact work- 
ing with a Special Agent in a ‘joint in- 
vestigation.” The majority rule, how- 
ever, seems to be that such a statement 
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by the agent will not affect the ad- 
missibility of the evidence but may be a 
factor to be considered by the trier in 
weighing credibility. It is difficult, how- 
ever, to see what bearing the fact that 
the taxpayer parted with his records 
under a misapprehension can have on 
the weight given them by the jury. If 
anything, circumstances of their trans- 
fer will probably be considered a war- 
rant of authority.” 

most would 
the that the 
Wolrich rule is the better one. The note 
writers say: “Where more or different 
information is gathered during a fraud 
investigation than would be obtained 
during a routine audit by an agent who 
has actively misled the taxpayer, that 


Probably practitioners 


agree with note writers 


excess is obtained by fraud just as if the 
agent had gained entrance posing as a 
refrigerator salesman. In both cases he 
is obtaining what he would not ordin- 
arily be able to get by pretending that 
the situation is not as it really is. The 
force of this argument would seem to 
depend at least in part on an assump- 
tion that the taxpayer’s conduct was 
actually influenced by the agent’s mis- 
representation of the nature of the in- 
vestigation. It might be argued that a 
taxpayer who permits an audit of his 
books where he is told it is ‘routine’ 
would also permit a check which he 
knows is a ‘joint investigation.’ How- 
ever, there is no reason to doubt that a 
taxpayer, especially one who acts on ad- 
vice of his counsel, would be conscious 
of the more extensive coverage of the 
joint investigation and would act ac- 
even if the 


cordingly. Furthermore, 


Wolrich rationale were more widely 
adopted, Federal agents could avoid it 
in cases where the taxpayer neglects to 
ask the nature of the investigation by 
simply making no mention of the sub- 
ject, since in the present state of the 
law there is no positive duty to per- 


form.” 


Require agents to warn? 

In view of the fact that at the present 
time an agent is required, at most, not 
to misrepresent, a taxpayer under in- 
vestigation may well be unaware of his 
predicament. It seems unfair to interpret 
any cooperation as a waiver of his con- 
stitutional rights. The Columbia note 
turns to the law of waivers as developed 
in nontax cases: 

“It has been frequently declared that 
waivers of constitutional rights are not 
lightly inferred. There must be evidence 








142 « 


that the consent was freely and intelli- 
gently given, and the mere fact that a 
search is not resisted will not dispose 
of the question of consent. In most 
search and seizure situations there is a 
find 
a submission to the demands or requests 


great reluctance to waiver from 
of an officer, even where the consent was 
given without explicit solicitation or 
where the defendant knew that the offi- 
cer was exceeding his authority. The 


court will look at the facts and decide 
whether the defendant may reasonably 
be supposed to have submitted voluntar- 
ily. Thus, it may be unreasonable to 
suppose that a householder will willing- 
ly allow the search of a building con- 
taining such easily located items as 
contraband whiskey.” 

But the situation of the dishonest tax- 
payer may be quite different. He may 
be deliberately inviting investigation in 
the hope that an agent who sees a 
normally cooperative taxpayer will make 
a somewhat cursory examination and 
not discover well concealed falsities in 
the records. Such action is clearly a de- 
liberate waiver of constitutional rights. 
As the note says: ““Where the incriminat- 
ing evidence may consist of a few false 
the 


it may not be un- 


entries among thousands in tax- 
payer's records 
reasonable to suppose that the taxpayer 
allowed the examination in the hope 
that the evidence would be overlooked 
and in the knowledge that refusal would 
turn suspicion into certainty and could 
result in an intensified investigation that 
would produce other and non-privileged 
The 


should not be permitted to attempt to 


evidence against him. taxpayer 
allay suspicion and then fall back on his 
constitutional rights only when he has 
failed. The stricter scrutiny given de- 
nials of waiver in tax cases would there- 
fore appear justified in situations where 
the taxpayer was aware of enough of 
the facts of his predicament to make an 
intelligent choice ie 

rhe point of intelligent choice is the 
heart of the problem. The note con- 
siders various suggestions that have been 
made for reform of IRS procedure and 
concludes that there is little chance that 
Congress will require a formal warning 
at the beginning of each investigation. 
That would unduly alarm too many 
taxpayers and turn each investigation 
into elaborate adversary proceedings. 
Widespread acceptance of the Wolrich 
rule would protect the alert taxpayer 
who asked about the scope of the exam- 
ination; the seems 


unwary taxpayer 
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doomed to be held to his unintelligent 
choice. 
The Fifth Amendment 

The widest protection under this 


amendment is afforded the defendant in 
a Federal criminal proceeding, who, 
quoting again from the note, “may not 
be compelled to testify against himself 
and refusal to do so can neither 
create a presumption against him nor 


his 


be the subject of prosecution comment. 
The privilege available to persons other 
than defendants on trial is more limited. 
A witness may not refuse to appear and 
be sworn. He may, however, offer timely 
objection to specific questions as self- 
incriminatory, and the court must then 
determine whether these fall within the 
constitutional privilege. Similarly, if a 
witness objects to the compulsory pro- 
duction of documents, he must produce 
them for the inspection of the court. 
The scope of the privilege which may 
be asserted by an accused or suspected 
person prior to indictment seems similar 
to that of the witness. Thus, a suspected 
person under examination may, prior to 
trial, refuse to answer incriminating 
questions and, at trial, decline to offer 
testimony by refusing to be sworn. 
“Of crucial importance in the tax 
area is the application of the Fifth 
Amendment privilege, not only to oral 
testimony but also to incriminating 
Hitchcock, 
which extended the privilege against 


documents. Counselman v. 
self-incrimination to the area of grand 
jury investigations (142 U.S. 547 (1892)), 
laid the groundwork for the present 
that testimony, 
whether oral or documentary, can be 
withheld not only at trial but also at 
preliminary examination. Thus a tax- 


view incriminatory 


payer may, on grounds of possible self- 
incrimination, refuse to produce his 
personal records when faced by a gov- 
ernment demand for their production. 
In such a case, the Commissioner cannot 
rule that the material is not privileged 
but must apply to a Federal district 
court for enforcement of his request. If 
the court finds this assertion to be in- 
correct the taxpayer may be punished 
for contempt. However, he will prob- 
ably not be subjected to the statutory 
criminal penalties for non-production 
of his records if the privilege has been 
asserted in good faith. 

“In determining what questions or re- 
quests for documents may be the sub- 
ject of valid assertions of constitutional 
privilege by an accused before trial or 


by a witness, the basic criterion, as set 
forth by Chief Justice Marshall, is 
whether any answer could prove to be 
incriminatory (Burr, 25 Fed. Cas. 38, 
No. 1469e, at 40 (C.C.D. Ca. 1807)). 
Later decisions limited this apparently 
broad test by strictly applying the ob- 
jective requirement of a real and appre- 
ciable danger before the privilege could 
be successfully invoked. In recent years, 
however, there appears to have been a 
steady liberalization of this test to the 
point where it now seems to be largely 
displaced by the more subjective re- 
quirement of a reasonable apprehension 
of incrimination on the part of the wit- 
ness. Thus, the fact that the question is 
innocent on its face will not preclude 
the application of the privilege where 
the answer may form a link in a chain 
of evidence leading to incrimination. 
Although the courts. have frequently de- 
clared that a remote speculative possi- 
bility of incrimination is not sufficient, 
the standard seems to be changing to 
favor the witness. A recent Supreme 
Court decision, while not overruling the 
earlier restrictive cases, apparently leaves 
little of their holdings to trouble the 
witness who asserts the privilege in good 
faith. 
“These interpretations of the ap- 
plicability of the Fifth Amendment ap- 
pear to give a considerable degree of 
protection to the taxpayer. These pro- 
tections, however, depend on the exist- 
ence of the privilege as to particular 


documents, and certain limitations on 
the existence of the privilege, both 
actual and potential, have been de- 


veloped so that its present value in re- 
gard to tax records is dubious. 


Corporate records 

“The principle that a corporation 
may not refuse to produce its incrim- 
inating records seems to have been 
firmly established by the leading case of 
Hale v. Henkel (201 U.S. 43 (1906)). 
There the court pointed out that a 
corporation is a creature of the state, 
presumably established for the general 
good, and that the legislature, having 
retained regulatory power over corpo- 
rate activity, impliedly retains power to 
examine corporate records to ensure the 
conformity of those activities to the 
laws or policies of the state. The court 
found that ‘dual sovereignty’ gave the 
Federal government the same power to 
examine corporate documents 
Federal laws are involved. 


where 


‘This refusal to permit corporations 
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the Fifth 
been extended to prevent corporate ofhi- 


to invoke Amendment has 
cers from successfully asserting the privi- 
respect to 
ments in their possession. In Wilson, 
221 U.S. 361 (1911), the Court held that 
such records were not private so as to 


lege with corporate docu- 


fit within the Boyd rule, but were cor- 
porate property of which the officer was 
a mere custodian. This result has also 
been applied to prevent sole share- 
holders from exercising the privilege as 
to corporate records on the theory that, 
by choosing to incorporate, they have 
waived the essentially personal privilege 


of the Fifth Amendment. 


The White case 

“In White, 322 U. S. 694 (1944)), the 
Court extended the rule of the Wilson 
case beyond the corporate area. The 
lower court had sustained the refusal of 
a labor union officer to produce docu- 
ments on the ground that the union was 
an unincorporated association, that the 
the all the 


union members and thus private docu- 


records were property of 
the rule of the Boyd case. 
the 


ments within 
this contention, 
held that 
assert his purely personal 


In rejecting 


Supreme Court the officer 


could not 
privilege in regard to the documents 
which he held in a representative rather 
than a personal capacity. The Court 
further stated that the union itself was 
not protected by the privilege since it 
was an organization so impersonal in the 
scope of its membership and activities as 
not to embody a group interest. It is 
that 


Amendment inapplicable to the 


thus cleat White has rendered the 
Fifth 
records of large unincorporated associa- 
tions 


Whether size or scope will be a 


determinative factor in the case of a 
very small association is at present un- 
settled. This uncertainty is also present 
in the partnership area. While one dis- 
White 


principle to reach the records of a part- 


trict court case has extended the 


nership whose activities were world-wide 
in scope, the other courts have used a 
mechanical approach and have split on 
the question of availability of privilege 
without examining the factual size or 
scope of the partnership. 


The ‘required records’ doctrine 


“This doctrine seems to have origin- 


ated from the dictum of Wilson that 
certain records are held subject to exam- 
ination by governmental agencies; that 
such records include not only. public 


documents in public offices but also 


other records required by law to be 
kept; and that the custodian of such 
semi-public records has no privilege to 
refuse their production. 

“The 
ployed, 
labelled, in 


has since been 
without 


classes of 


doctrine em- 


sometimes being so 
several cases. 
Where corporate records are involved, 
terming the records semi-public appears 
to be merely a shorthand 
ing the universally accepted holding of 
Hale v. Henkel 


been applied where defendant is per- 


yay of stat- 
. . The rule has also 


mitted by license to engage in certain 
regulated activities on condition that he 
maintain various types of records. In 
such situations it appears reasonable to 
hold the defendant to the implied con- 
dition that the records may be examined 
by the licensing authority without inter- 
position of constitutional privilege by 
the licensee. The doctrine has been fur- 
ther extended to individuals engaged in 
fairly narrow fields which, for reasons 
of public welfare, 


are controlled by 


regulatory legislation requiring the 


maintenance of certain records. 


The decision in Shapiro 


“The exigencies of the Second World 
War, 


decisions 


however, resulted in a series of 


which may, if carried to a 
logical end, mean the eradication of any 
Fifth Amendment protection of tradi- 
tionally private documents which must, 
under Federal law, be kept. In Shapiro, 
335 U. S. 1 (1948), defendant, a whole- 
sale fruit and vegetable dealer, was sub- 
poenaed to appear before an official of 
the Office of 
to produce certain business documents. 


He that he 


whatever 


Price Administration and 
was told was entitled to 


immunity would flow as a 
matter of law from the production of 
these records, the maintenance of which 
was required under the Emergency Price 
Control Act. Shapiro was later tried for 

this 
Over 


divided Supreme Court 


violation of act and claimed his 


dissents, a 
held 
that the privilege which existed as to 


immunity. vigorous 


sharply 


private papers cannot be maintained in 
relation to records required by law to be 
kept even when such records were of a 
type ordinarily kept before passage of 
the statute. The importance of this de- 
cision in the tax field stems from the 
fact that the Code 
authorizes the Commissioner to require 


Internal Revenue 


the keeping of records by taxpayers. 
“While the Shapiro decision indicated 

that there were limits to the ‘required 

records’ doctrine, it did not define them. 
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An opportunity for clarification, at 
least in the tax area, was presented in 
Beard, 222 F.2d 84 (4th Cir.), cert. den., 
350 U. S. 846 (1955), where defendant, 
a bookmaker, had refused to submit his 
records for examination. The trial court 
charged that a taxpayer might exercise 
his constitutional right under the Fifth 
Amendment and refuse to surrender his 
books, but such refusal was a circum- 
stance which the jury might consider in 
deciding whether the taxpayer had wil- 
fully filed a false return. In affirming the 
conviction the Court of Appeals cited 
that 


records required to be kept in the con- 


the Shapiro case to the effect 
duct of affairs relating to the public in- 
terest become public records and are 
therefore outside the protection of the 


Fifth Amendment. 


The scope of Shapiro 


“In its brief in opposition to the 
petition for certiorari, the Government 
based its argument on defendant’s fail- 
ure to claim the privilege, denying that 
the extension of the required records 
The 
Court denied certiorari, leaving unde- 
the 
lower 
that 
Government may now be desirous of ex- 


doctrine was at issue. Supreme 
cided the question of 
Shapiro. 


opinions, 


scope of 
court 
the 


Several recent 


however, indicate 
tending Shapiro to the tax area.” 

Writing before the recent group of 
Supreme Court decisions upholding and 
extending constitutional rights of in- 
dividuals, the authors of the note hoped 
that the required records doctrine would 
not be further extended. Perhaps the 
“new” Supreme Court makes that hope 
seem more likely to be realized. 


Value of constitutional rights 


“When 
commodities in 


an individual is dealing in 


scarce wartime or 


operating in a limited area which 
Congress has considered needful of regu- 
lation for the public good, it may be in 
accordance with public policy to force 
him to choose between a waiver of cer- 
tain constitutional rights and finding 
To 
however, that this justifies forcing all 


some other field of endeavor. say, 
citizens to choose in- peacetime between 
earning no taxable income and waiving 
their constitutional privilege as to sub- 
stantially all of their private business is 
questionable. Such a result might, for 
example, be construed to allow illegal 
entry and search of premises which a 
Government agent suspected might con- 
tain any required records. The exten- 
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sion of Shapiro thus appears to be a re- 
sult compelled by neither precedent nor 
policy,” 

As they say, “In the background are 
fundamental problems of the ‘value of 
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traditional constitutional guarantees in 
an’ area where governmental inquiry 
into essentially private activities may be 
necessary tax administra- 


“ 


for effective 
tion in a complex society.” 


. 


decisions 





Increase in net worth, use of check 
cashers and fictitious invoices proves 
fraud. Taxpayer and his partner oper- 
ated 
City. 


a piece dye works in New York 
The asserted 
ficiencies and fraud penalties for 1943 
and 1944. As to 1943, the court holds the 
Commissioner’s proof that one partner 


Commissioner de- 


cashed checks payable to others is not 
adequate to prove understatement of 
partnership income. Proof that they re- 
tained the proceeds is required. As to 
1944, the Commissioner relied for proof 
of fraud on large unreported income 
and the fact that check-cashing com- 
panies (rather than their regular bank) 
and fictitious names on invoices were 
The that 


missioner proved that each partner had 


used. court holds the Com- 
an unexplained increase in his net worth 
(mostly cash) during the year and that 
this, together with their suspicious book- 
keeping, amounts to proof of fraud. 


Dickstein, TCM 1957-99. 


international 
funds. 


Fraud in diversion of 
the 


owner of a corporation, siphoned off 


corporate Taxpayer, sole 
the corporate surplus by drawing cash 
payroll checks exceeding the actual pay- 
roll, appropriating receipts from cor- 
porate sales of scrap, and depositing in 
his personal bank account repayments 
of corporate loans. He also charged his 
personal purchases to various corporate 
The court holds the 
record establishes a pattern of activities 
indicating that 


expense accounts. 


the owner knowingly 
with intent to evade taxes omitted from 
his income corporate distributions and 
other items of income. Deficiencies and 
fraud 
TCM 


penalties sustained. Lowy, 


1957-77. 


are 


Criminal contempt for refusal to answer 
questions on income upheld. In Novem- 
ber, 1955, the IRS entered a jeopardy 
assessment for 1942-1946 taxes of about 
$660,000. In December, the IRS issued 
a summons to taxpayer; taxpayer’s at- 
torney conferred with the IRS and said 
taxpayer’s health prevented his appear- 
ance. Taxpayer shortly thereafter left 
for Florida without notice to the IRS. 


Civil contempt proceedings were begun 
and the District Court ordered taxpayer 
to answer specific questions. Upon his 
failure the court found him guilty of 
contempt and the first circuit affirmed. 
Taxpayer argues ill health and the Fifth 
Amendment. Neither point is valid. The 
record supports the lower court’s finding 
his health was not too poor. The Fifth 
Amendment issue was raised far too late. 
Brody, cert. den. 6/17/57. 


Bill of particulars included income 
omission only; duplication of deduction 
admissible on intent. The taxpayer did 
not report a $45,000 real estate commis- 
sion on his personal income tax return, 
but it was reported by the taxpayer's 
corporation, which had a loss. This court 
finds there was no error by the district 
court in admitting evidence that sub- 
stantial expenses were deducted twice, 
once by the taxpayer and again by his 
corporation. While this evidence could 
not be admitted in proof of evasion (the 
Government had in its bill of particu- 
lars alleged only the $45,000 omission), 
it was admissible to show intent to de- 
fraud. Harris, CA-5, 4/9/57. 


FAILURE TO FILE 


Failure to file return was wilful. The 
court finds no error in taxpayer’s convic- 
tion for willful failure to file. He re- 
ceived substantial amounts of “expense” 
money and the circumstances were such 
as to lead the jury to believe that com- 
pensation was included especially since 
the taxpayer did not disclose how he 
spent the money. Evidence of nonfiling 
of returns by taxpayer in six prior years 
was, the court held, relevant to prove 
intent. Taxpayer's conviction is affirmed. 
Ganner, CA-2, 5/23/57. 


Lack of cash not reasonable cause for 
failure to pay estimated tax. Taxpayer 
did not file a declaration of estimated 
tax and made no payments. He con- 
tended that there was reasonable cause 
for these failures in that he didn’t have 
the cash or other current assets sufficient 
to pay the tax without a serious liquida- 


tion of the assets used by him in his 
business. The court disagrees and holds 
that lack of cash is no reason for fail- 
ing te ale and even if it could be 
asstti to be a reasonable cause for 
fuiiure to pay under certain circum- 
stances, it was obligatory upon the tax- 
payer to show the shortage itself was 
due to reasonable cause and not to 
negligence or deliberate design. Penal- 
ties for substantial underestimation, 
failure to file and to pay installments 
were upheld. Lutz, TCM 1957-66. 


Failing to file not fraudulent; taxpayer 
was illiterate. Taxpayer, an_ illiterate 
laborer, built crude shacks, and as an 
operator of a small grocery store and 
two taverns dealt in simple merchandise, 
wine, and beer. Considering the tax- 
payer’s background, his environment, 
and his experience in business activities, 
the court holds that his failure to file 
returns for the years 1941-1950, although 
attributed to negilgence, was not due to 
fraud with intent to evade tax. Thurs- 
ton, 28 TC No. 35. 


Failure to file not due to reasonable 
cause. A taxpayer's failure to file timely 
returns for the years 1945-1947 is held 
not due to reasonable cause. She failed 
to get in touch with her accountant and 
did not file the 1945 estimated tax which 
was prepared. Schmidt, 28 TC No. 38. 


Attorney-accountant guilty in failure to 
file [Certiorari denied]. The jury below 
found taxpayer guilty of willful failure 
to file an income tax return. This court 
finds the willfulness 
proper and upholds the verdict. Tax- 
payer argued that failure was due to 


instructions on 


oversight because of pressure of work. 
Haskell, cert. den., 6/17/57. 


RECORDS INADEQUATE 


Net worth method upheld; taxpayer 
didn’t show correctness of books. Tax- 
payer ran a grocery store for two years; 
his wife kept a record of their daily 
sales, purchases, expenses, cash receipts 
and disbursements. Taxpayer turned 
these records over to an attorney who 
prepared a return from them. The Com- 
missioner, however, computed taxable 
income by the net worth method. The 
Tax Court upholds the Commissioner's 
method. It was up to the taxpayer to 
show that the records were correct. Tax- 
payer would have to bring the records 
into court and prove their accuracy. The 
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books not being before the Court, it 
has no alternative but to accept the net 
worth method. Negligence penalties are 
upheld. Courtney, 28 TC No. 71. 


Net-worth method upheld [Certiorari 
denied). The Seventh Circuit upheld 
the Tax Court finding that taxpayer, a 
grower and processor of popcorn, failed 
to keep adequate and accurate records. 
The use of the net worth method to 
determine taxable income is justified 
and is permitted as a check, even if 
books appear to be adequate. The fraud 
penalty was also sustained; it appeared 
unlikely that ignorance or innocent 
error was responsible for the unreported 
income. Taxpayer’s income for the 
period 1942-1945 was $280,000, but he 
had reported income of only $58,000. 
Davis, cert. den., 6/3/57. 


Criminal conviction based on net worth 
upheld. Taxpayer had been convicted 
of income tax evasion. The government's 
case had been based on net worth; tax- 
payer’s records contained no informa- 
tion on cash sales except a note in a 
book said to be the monthly totals. Tax- 
payer explained net worth increases as 
due to a $80,000 cash hoard put in the 
business as needed. This court upholds 
the jury verdict of guilty below. The 
denial of a bill of particulars was well 
within the lower court's discretion. The 
government’s opening net worth was 
established with reasonable certainty, 
nor did the government fail to investi- 
gate leads that might explain the net 
worth increase innocently. Blackwell, 
CA-8, 5/7/57. 


Net worth method and fraud penalties 
sustained. During the years 
1943 to 1951 taxpayer increased his 
standard of living considerably although 
the reported income from his business 


taxable 


was small. He did not maintain com- 
plete business records but instead kept 
two sets of sales journals, basing his tax 
in the 
journal reflecting the smaller amounts. 
Cash 
were taken out of the business and were 
not properly reflected in any records. 
And in 1947 taxpayer was criminally 
convicted of tax evasion upon his plea 
of guilty. On these facts the Commis- 
sioner determined deficiencies on the 
net worth method. The 
court sustains the deficiencies refusing to 
accept taxpayer's statement that he had 
a $50,000 cash hoard on hand at the 


returns on the sales contained 


receipts in substantial amounts 


basis of the 


beginning of the net worth period. 
It also finds at least part of the de- 
ficiency for each of the taxable years was 
due to fraud with intent to evade tax. 
Kremer, TCM 1957-69. 


INCOME UNDERSTATED 


Felony conviction for taxpayer who 
understated income and claimed non- 
existent dependents. Taxpayer failed to 
report income received as an employee 
of an income tax service. He 
claimed exemptions for false depend- 
ents. The jury found him guilty of filing 
false returns. The circuit court holds 
that conviction under the felony statute 
was proper, citing Achilli, S. C., 5/27/57. 
Lennon, CA-2, 6/12/57. 


also 


Substantial understatement evidences 
fraud; penalty applies to voluntary pay- 
ments. The consistent understatement 
of substantial income by an experienced 
businessman over a period of years, 
coupled with his failure to offer any 
tenable explanations for the omissions, 
was held by the Tax Court to evidence a 
fraudulent intent to evade tax. No merit 
was found in taxpayer’s argument that 
the 50%, fraud penalty could not be 
applied to the entire deficiency where 
part was voluntarily paid prior to the 
deficiency notice. In affirming, the cir- 
cuit court holds that the entire amount 
paid prior to the deficiency notice 
should be credited to the tax itself, re- 
sulting in a small change in the interest 
charge. Romm, CA-4, 5/27/57. 


Unexplained deposits corroborated by 
net worth. Taxpayer's bank deposits in 
1948 totaled $39,000. In addition, he 
made cash loans of $5,000. Revenue 
agents concluded after eliminating re- 
ported income and non-income items 
that taxpayer had understated his in- 
come by $18,000. The district court held 
that there was evidence from which the 
jury could conclude that taxpayer had 
a source of income which was either the 
business he acknowledged or undis- 
closed gambling. On appeal the court 
holds that the evidence as to the open- 
ing net worth was sufficient for the jury 
to infer that defendant did not have the 
cash hoard he claimed. Frank, CA-3, 
5/15/57. 


Unreported net worth increase arose 
from income omissions, not inflated de- 
duction; five-year rule applies. Tax- 
payer's income from grocery and farm 
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was determined under the net worth 
method. The Commissioner contended 
that the five-year statute of limitations 
applied because the taxpayer had 
omitted more than 25% of the gross in- 
come reported on the return. The court 
agreed. The Commissioner here met his 
burden of proving that the unreported 
net income resulted from omitted in- 
come, not deductions. 
Even if all claimed deductions were 
unallowable, the remaining deficiency 
(which must therefore arise from omitted 
income) was above 25% of the gross re- 
ported. Courtney, 28 TC No. 71. 


from excessive 


Chiropractor’s income reconstructed by 
net worth method. The Commissioner 
on the basis of a net worth computation 
determined deficiencies and negligence 
penalties against taxpayer, a chiro- 
practor, for the years 1945-1949. Tax- 
payer had testified that he had at least 
$124,500 in cash on hand at the begin- 
ning of the period which amount the 
Commissioner ignored in his computa- 
tion. The court concludes from the testi- 
mony that taxpayer had $4,000 on hand 
on that date and adjusts the deficiencies 
accordingly. Since taxpayer understated 
his gross income by more than 25% for 
two of the years, deficiencies for those 
years are held not barred by the three- 
year statute of limitations. The court 
also sustains the negligence penalties 
upon taxpayer’s failure to rebut the de- 
termination other than by a general 
denial of tax liability. Boatsman, TCM 
1957-93. 


Fraud penalties sustained against con- 
victed bookmaker. A bookmaker who 
had pleaded guilty of tax evasion is held 
to have understated his income in sub- 
stantial amounts. The Commissioner's 
determination of deficiencies and fraud 
penalties are upheld. Stein, TCM 1957- 
88. 


No fraud penalty for honest attempt to 
correct understatement [Acquiescence]. 
Having conducted business for several 
years under various fictitious names and 
having failed to record many of its 
sales, a partnership hired a reputable 
accounting firm in the middle of 1945 
to determine all omitted sales so that 
the partnership could make a volun- 
tary disclosure of the unreported income 
to the Treasury. The accountants deter- 
mined that sales of $295,000 had been 
omitted in 1945; they included these 
sales in the 1945 partnership return. 
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The Commissioner contended that 
$101,000 additional sales remained un- 
reported for 1945. The court agrees. But 
it refuses to approve a fraud penalty; 
there was an earnest and conscientious 
attempt by the partners, acting through 
their accountants, to prepare an honest 
return for the taxable year. Cohen, 27 
TC 221, acq., IRB 1957-21. 


Physician’s failure to report rebates 
fraudulent; transfer of assets to wife 
makes her liable as transferee. Taxpayer 
practiced medicine as an eye, ear, nose, 
and throat specialist. The Commissioner 
alleged he failed to report as income 
rebates received from an optical com- 
pany for referral of patients. He was 
convicted for criminal tax evasion for 
some of the years involved and while 
free on bond fled to Canada. The court 
rejects taxpayer’s argument that the re- 
bates were gifts and concludes that the 
failure to report them was intentional 
and fraudulent. Furthermore, since tax- 
payer had transferred his assets to Can- 
adian bank accounts in his wife’s name 
and was rendered insolvent thereby, the 
wife is held liable as transferee of her 
husband. Gilmore, TCM 1957-85. 


Taxable income on sale of stolen goods. 
Taxpayer, owner of a hardware store, 
and a shipping clerk for a supplier, 
joined in a scheme whereby the latter 
took galvanized merchandise from his 
employer’s warehouse which taxpayer 
received and sold. They shared equally 
in the proceeds. The Tax Court sus- 
tained deficiency determinations and 
fraud penalties against taxpayer since 
she failed to prove that she did not 
understate her sales. This court affirms. 
Bennett, CA-6, 2/18/57. 


EVASION A FELONY 


Felony conviction for income tax eva- 
sion proper; misdemeanor statute in- 
applicable. Citing Achilli,..decided by 
the Supreme Court on May 27, 1957, 
the Eighth Circuit holds that a felony 
sentence for income tax evasion was 
proper. Mitchell, CA-8, 6/14/57. Simi- 
larly Banks, CA-8, 6/17/57, and Doyle, 
CA 7, 6/21/57. 


Conviction for tax evasion as felony 
proper despite definition as misde- 
meanor also. Taxpayer was indicted and 
convicted of tax evasion under the 
specific provision in the Code making it 
a felony. The taxpayer argued that he 


should have been indicted under the 
general administrative provision (de- 
scended from a 1798 law) defining cer- 
tain evasions as misdemeanors and not 
specifically excluding filing a false re- 
turn. The court holds the specific felony 
provisions were an implied repeal of the 
general misdemeanor provisions and up- 
holds the conviction. Achilli, Sp. Ct., 
5/27/57; Costello, Sp. Ct., 
6/3/57. 


similarly 


OTHER DECISIONS 


Special Agent’s description of examina- 
tion as “routine” not misleading. Tax- 
payer had been convicted of tax eva- 
sion. On appeal he argues that he was 
led to believe that a routine audit was 
to be made and if he had known there 
was a Special Agent assigned to his case 
he would not have given up his papers 
without advice of counsel. The court 
quotes instructions given revenue agents 
examining “racket groups” to inform 
taxpayers that a routine examination 
was being made. “Be cautious and alert 
and cultivate the confidence of the tax- 
payer without tipping your hand as he 
may cooperate to some degree with 
you...” While deploring the tone of 
this instruction, the court of appeals 
says describing the examination as 
routine meant merely investigating to 
determine routine civil liability. The 
jury was properly instructed to disregard 
evidence obtained by fraud, force, per- 
suasion, misrepresentation, trickery or 
deceit of the Government agents. The 
circuit court upholds the jury’s finding 
of guilty on these instructions, comment- 
ing that every examination is, in a sense, 
routine at the start, and that taxpayers 
do not consider an audit by a revenue 
agent to be a call for purely social pur- 
poses. Frank, CA-3, 5/15/57. 


Employee taxed on diverted union 
funds. The Commissioner alleged that 
during the years 1944-1947 taxpayer, an 
employee of a union, diverted substan- 
tial amounts of union fees for her own 
use. Taxpayer contended that she didn’t 
retain the funds but passed them on to 
the union president. The court, ad- 
mitting that it was impossible to deter- 
mine the exact amount of funds re- 
tained by taxpayer, applied the Cohan 
rule to reduce the Commissioner’s de- 
ficiency for 1944, 1945 and 1946 by 25%. 
Fraud penalties were upheld for all of 
the years. Taxpayer had argued that any 
funds retained were in effect ‘“em- 


bezzled” and were therefore immune 
from tax consequences under the Wilcox 
case, but the court pointed out that un- 
like the situation in Wilcox, taxpayer 
had not been convicted of the embezzle- 
ment. For 1947 the court finds no un- 
reported income by virtue of the fact 
that taxpayer paid back to the union 
$36,000 and received from it a release 
from any further liability. Prokop, TCM 
1957-75. 


Government lost taxpayer's books; in- 
dictment dismissed. The Government 
lost certain books and records which 
had been delivered to it by the tax- 
payer and which showed initialed cor- 
rections of errors made by the taxpayer. 
The court concluded that the existence 
of these records would be necessary to 
the preparation of taxpayer’s defense, 
that taxpayer could not prove the 
existence of the errors without the 
records, that the records had a bearing 
on taxpayer’s willful intent to evade 
taxes. It therefore dismissed the indict- 
ment. Heath, DC Hawaii, 2/1/57. 


More on Lipshitz (can’t use evidence 
improperly obtained by agent). A mo- 
tion to suppress evidence illegally ob- 
tained (by a Special Agent) had pre- 
viously been granted. While the court 
will not allow a motion for a bill of 
particulars calling for a 
hearsal” of the prosecution’s case, the 
motion here, requesting the names of 
customers to whom alleged unreport- 
ed sales were made, along with the 
dates and amounts, is granted for two 
reasons: (1) to enable defendant to 
prepare his defense, and (2) to enable 
defendant to prepare to show at the 
trial that evidence of unreported sales 
was obtained from evidence ordered sup- 
pressed. Lipshitz, DC N. Y., 4/23/57. 


“dress re- 


Race-track owner’s betting income deter- 
mined despite loss of records [Certiorari 
denied). The 
gambling gains to the reported income 
of the taxpayer, a racing stable owner 
and operator of a race-wire service. The 
taxpayer contended that the winnings 
in question were bets made for another. 
Prior to the income tax investigation, 
the detailed records of these gambling 
gains had been destroyed by taxpayer. 
The Sixth Circuit held that the Com- 
missioner’s computation was reasonable 
and that the taxpayer did not prove the 
determination was erroneous. Wexler. 
cert. den., 6/24/57. 


Commissioner added 
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Choosing an accelerated depreciation 


method: single item Vs. group accounts 


eer ELECTION of accelerated de- 
£2 preciation tangible 
property is frequently highly desirable, 
taxpayers 


for eligible 


many are confused when 
it comes to choosing a method. Much of 
of the published discussion considers 
only the advantages to the taxpayer who 
keeps a separate account for each item 
of depreciable property. Michael Ochis, 
of the New York office of Lybrand, 
Ross Bros. & Montgomery, recently made 
a very interesting study of the factors in- 
the of methods for 
group accounts. His paper, published in 
his firm’s journal (No. 4, Vol. 37), forms 
the basis for the following article. 
Many keep separate ac- 
counts extremely valuable 


fluencing choice 


taxpayers 
for 
lived equipment, and in making the 
the method to be used for 
computing depreciation, consideration 
must be given to the effect of the various 
methods on such an item account. How- 
ever, the best method determined for an 
item account is not necessarily the best 


long- 


election of 


method for group accounts. 

the im- 
portant factor in choosing between sum- 
of-the-years-digits (SYD) and declining 
balance (DB). The Regulations provide 
that no assets can be depreciated below 


Salvage is, of course, most 


a reasonable salvage value; but salvage 
value is not taken into account in com- 
puting the annual allowance under the 
declining balance method as it must be 
under all other methods. The result of 
this is that on item accounts, if there is 
high salvage value (as, for example, in 
high-tolerance industries such as manu- 
facture of automobiles, engines, machine 
tools, etc.), declining balance will usually 
be best. 

But when group accounts are tested, 
it was found by Mr. Ochis that the de- 
cisive factor is the time in the life cycle 
of the group of assets that the salvage 
occurs. If high salvage due to remain- 


ing utility is realized by disposals in the 
early part of the normal life cycle of 
the account’s acquisitions, it is question- 
able whether any significant advantage 
would accrue from the use of the declin- 
ing balance method. 


The declining balance “tail” 


Mr. Ochis reviews the reasons for the 
unpopularity of the declining balance 
method — the remaining undepreciated 
balance or “tail.’”” When not outweighed 
by salvage factors, this is a disadvantage. 
His table A shows that the accumulated 
depreciation at the end of ten years on 
declining balance is 89.129, leaving an 
undepreciated balance of 10.871. 

However, he says that this single-item 
account comparison is quite meaningless 
when group accounts are used. In group 
accounts, the tail is small, but DB has 
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the serious disadvantage of accumulat- 
ing depreciation more slowly than SYD. 
To show the effect of each method on 
group accounts, he prepared Table B. 
He assumed that the average seryice life 
of the group assets would be accurately 
described by an lowa-Type Survivor 
Curve. These curves are smoothed com- 
posites of actual industrial retirement 
experience prepared by plotting percent 
of..service life at retirement as set forth 
in the Bulletins of the Iowa Engineer- 
ing Experiment Station, lowa State Col- 
lege, Ames, Iowa. 

This Table B shows, says Mr. Ochis, 
that “although both methods recover 
100% of the asset cost by the time the 
last component is retired (depreciation 
plus retirement loss), the cumulative 
sum-of-the-years-digits depreciation ex- 
ceeds the declining balance depreciation 
by the third year after acquisition. It 
continues to increase to a maximum of 
8.085% in the eighth year after acquisi- 
tion, and then decreases to zero by the 
year 19, when the last component is re- 
tired... 

“Thus where salvage is not a factor, 
the sum-of-the-years-digits method should 
be used, not because the declining bal- 
ance method results in some undepre- 
ciated balance (about 1.3% in this group 
acquisition) but because it recovers more 
depreciation sooner than the declining 
balance method and thereby increases 
the benefits the taxpayer derives from 
the deferral of taxes.” 























TABLE A: Single item—no salvage 
Comparison of Annual and Cumulative Depreciation Computed by 
Straight-Line Method, Declining Balance Method (at 200 Pct. of Straight- 
Line Rate) and Sum-of-the-Years-Digits Method on a Single-Item Account, 
with a Useful Life of 10 Years, and No Salvage (Property Basis: 100) 
Straight-Line Declining Balance 
Method Method 
Sum-of-the-Years- Cumulative 
Rate—10% Rate—20% Digits Method SYD over 
(under) DB 
Cumu- Cumu- Cumu- Depre- 
Year Annual lative Annual lative Annual lative ciation 
0 5. 5. 10. 10. 9.090 9.090 (.910) 
2 10. 15. 18. 28. 17.273 26.363 (1.637) 
2 10. 25. 14.4 42.4 15.456 41.819 (.581) 
3 10. 35. 11.52 53.92 13.636 55.455 1.535 
4 10. 45. 9.216 63.136 11.818 67.273 4.137 
5 10. 55. 7.373 70.509 10. 77.273 6.764 
6 10. 65. 5.898 76.407 8.182 85.455 9.048 
7 10. 75. 4.719 81.126 6.364 91.819 10.693 
8 10. 85. 3.775 84.901 4,545 96.364 11.463 
9 10. 95. 3.020 87.921 2.727 99.091 11.170 
10 5. 100. 1.208(A) 89.129 909 100. 10.871 
(A) One-half year’s depreciation in the vear retired. 
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TABLE B: Group—no salvage 


Comparison of Annual and Cumulative Depreciation Computed by 
Straight-Line Method, Declining Balance Method (at 200 Pct. of Straight- 
Line Rate) and Sum-of-the-Years-Digits Method on a Group Acquisition 
in One Year, With an Average Life of 10 Years and an Iowa Type S, 
Survivor Curve, and No Salvage (Property Basis: 100) 


it ht et 
SEEEEESemssdawwno| 


17 
18 
19 


Straizht-Line 


Declining Balance 











Method Method 

Sum-of-the-Years- Cumulative 

Rate—10% Rate—20% Digits Method (A) SYD over 

(under) DB 
Cumu- Cumu- Cumu- Depre- 
Year Annual lative Annual lative Annual lative ciation 
5. 5. 10. 10. 9.090 9.090 (.910) 
9.976 14.976 18. 28. 17.273 26.363 (1.637) 
9.882 24.858 14.400 42.4 15.456 41.819 (.581) 
9.678 34.536 11.520 53.920 13.335 55.154 1.234 
9.344 43.880 9.216 63.136 11.333 66.487 3.351 
8.876 52.756 7.373 70.509 9.421 75.908 5.399 
8.277 61.033 5.898 76.407 7.363 83.271 6.864 
7.567 68.600 4.719 81.126 5.653 88.924 7.798 
6.764 75.364 3.775 84.901 4.062 92.986 8.085 
5.898 81.262 3.020 87.921 2.850 95.836 7.915 
5.000 86.262 2.416 90.337 1.863 97.699 7.362 
4.102 90.364 1.933 92.270 1.151 98.850 6.580 
3.236 93.600 1.546 93.816 623 99.473 5.657 
2.433 96.033 1.237 95.053 311 99.784 4.731 
1.723 97.756 .989 96.042 147 =: 99,931 3.889 
1.124 98.880 .792 96.834 050 99,981 3.147 
.656 99.536 633 97.467 015 99.996 2.529 
322 99.858 507 97.974 .004 100. 2.026 
118 99.976 405 98.379 1.621 

.024 100. .324 
1.297(B) } _ 


(A) Computed by the remaining life plan as set forth in Sec. 1.167(b)-3(b)(2) of 


the Regulations. 
(B) Undepreciated balance when last component is retired. 


Note: The retirement pattern of this group acquisition is the same as that shown in 


the retirement column of Table E. 











TABLE C: 


Single item—salvage 


Comparison of Annual and Cumulative Depreciation Computed by 
Straight-Line Method, Declining Balance Method (at 200 Pct. of Straight- 
Line Rate) and Sum-of-the-Years-Digits Method on a Single-Item Account 
With a Useful Life of 10 Years and 20 Pct. Salvage (Property Basis: 100) 


Straight-Line 


Declining Balance 











Method Method 
Sum-of-the-Years- Cumulative 
Rate—10% Rate—20% Digits Method SYD over 
(under) DB 
Cumu- Cumu- Cumu- Depre- 
Year Annual lative Annual lative Annual lative ciation 
4. 10. 10. 7.273 7.273 (2.727) 
8. 2 18. 28. 13.818 21.091 (6.909) 
8. 20. 14.4 42.4 12.364 33.455 (8.945) 
8. 28 11.52 53.92 10.909 44.364 (9.556) 
8. 36. 9.216 63.136 9.454 53.818 (9.318) 
8. 44, 7.373 70.509 8.000 61.818 (8.691) 
8. 52 5.898 76.407 6.546 68.364 (8.043) 
8. 60 3.593(A) 80. 5.091 73.455 (6.545) 
8. 68 3.636 77.091 (2.909) 
8. 76. 2.182 79.273 (.727) 
4. 80. dat | SF 


0 
1 
2 
3 
S 
5 
6 
7 
8 
9 
0 


~ 


(A) Remaining balance in excess of salvage value. 








The examples thus far quoted have 
been of assets with no salvage value, 
typical of process industries. To show 
the effect of 20% salvage in an item 
account, Mr. Ochis prepared Table C. A 
comparison of Table C with Table A, he 
points out, “highlights the importance 
of a high salvage ratio. In Table A, the 
sum-of-the-years-digits method results in 
a steadily increasing excess of deprecia- 
tion over the declining balance method 
until the maximum of 11.463% is 
reached in the eighth year after acquisi- 
tion. In Table C, the same method re- 
sults in a substantial deficit of deprecia- 
tion under the declining balance 
method; it quickly reaches a maximum 
deficit of 9.556% in the third year after 
acquisition; and then decreases slowly to 
the seventh year after acquisition. The 
use of the sum-of-the-years-digits method 
in this instance would result in a tax 
penalty instead of a tax benefit.” 


Salvage—group accounts 


But the rule of thumb that DB is 
better for high salvage assets because it 
is not included in computing the annual 
allowance just doesn’t hold true for 
group accounts. The reason is that in 
the very mechanics of group asset ac- 
counting, the assumption of retirements 
throughout the life of the group takes 
salvage into account. Mr. Ochis says that 
“in a group account the salvage does 
not arise at the termination of the ac- 
count, but is realized as the components 
are retired throughout the life of the 
account. The realized salvage is not at 
a uniform rate, but may vary greatly for 
the retired components of the account. 
If the salvage is credited to the reserve, 
it is immediately taken directly into 
account in determining annual de- 
preciation allowance; if salvage is not 
credited to the reserve, but gain or loss 
is recognized on the retirement (e.g., on 
a sale), then the salvage is taken into 
account indirectly by the elimination of 
the undepreciated balance of the retired 
component from the depreciation basis 
and the recognition of gain or loss in 
computing the taxable income. 

“If the account is comprised of similar 
assets with closely similar risk exposures 
resulting in very similar useful lives, 
with the bulk of the retirements oc- 
curring within a narrow range at about 
the average life, it is a homogeneous ac- 
count. The use of the declining balance 
method when the salvage ratio is high 
will be advantageous. 

“However, if the account is a mixture 
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with 
widely varying risk exposures resulting 


of similar or dissimilar assets 
in great retirement dispersion, it is a 
heterogeneous account. Whether or not 
it is advantageous to use the declining 
balance method depends upon when 
the salvage is realized in relation to the 
life cycle of the acquisitions. If high sal- 
vage due to remaining utility is realized 
by the disposals in the early part of the 
normal life cycle of the account’s acqui- 
sitions, it is questionable if any signifi- 
cant advantage would accrue from the 
use of the declining balance method. 
“Generally, the sum-of-the-years-digits 
method should be used where the retire- 
ments will realize little or no salvage. 
If the salvage ratio is appreciably above 
10%, for single-item accounts and above 
6 or 7% for group accounts, the declin- 
ing balance method should be used.” 


Each year’s acquisitions: SYD 

“The remaining-life plan for sum-of- 
Mr. Ochis 
“as set forth in the Regulations (Sec. 
1.167(b)-3(a)(2)) for application to item 


the-years-digits,”” continues, 


asset accounts may also be applied to 
group, classified and composite accounts 
(Regs. Sec. 1.167(b-3(b)(2)). It 
so applied either to each year’s acquisi- 


may be 


tions in an asset category treated as 
separate accounts, or to the entire asset 
classification as one continuing account. 
However, depreciation computed on one 
continuing account is, ordinarily, greater 
than the aggregate of the depreciation 
computed on each year’s acquisitions. 
rhis is illustrated by Table D. For the 
purpose of the illustration, it is as- 
sumed that the annual acquisitions in 
the group account are $100,000, that the 
average depreciable life is ten years, and 
that the account has an Iowa-type sur- 
vivor curve. 

“In Table D the depreciation com- 
puted on one continuing account is 
compared with the aggregate of the de- 
preciation computed on each _ year’s 
acquisitions as separate accounts, for 
each of the first 19 years of the group 
account. The comparison is also pro- 
jected, cumulatively, to 40 years. 

“The table shows that annual depre- 
ciation computed on the one.continuing 
account increases yearly until it reaches 
a peak of $104,988 in the 13th year. 
Thereafter, it tapers off until it recedes 
to the stabilized level of $100,000 in the 
39th year. The annual aggregate of de- 
preciation computed on the separate 
acquisitions also increases an- 
nually in the earlier years, but, in com- 


yearly 
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TABLE D: SYD-year’s acquisitions: separate v. combined 


Comparison of Depreciation Computed by the Treasury Remaining Life 
Plan for the Sum-of-the-Years-Digits Method on Group Account with 
Yearly Acquisitions of $100,000, With Average Life of 10 Years and an 
Iowa Type S, Survivor Curve; Depreciation on Each Year's Acquisitions 
as Separate Accounts and Results Aggregated vs. All Acquisitions as One 
Continuing Account; and Cumulative Deferred Tax at Assumed 50 Pct. 











Tax Rate. 
Depreciation 
Continuing Account 
Aggregate All Over Aggregate of Cumulative 
of Each Acquisitions Each Year's Deferred 
Retire- Year's as Acquisitions as Tax at 
ments Acquisitions One Separate Accounts Assumed 
During as Separate Continuing 50 Per 
Year Year Accounts Account Annual Cumulative Cent Rate 
bay's’ Sh $ 9,090 $ 9,090 
Bib tcas ssh $ 480 26,363 26,363 
ee ose k sah 1,890 41,819 41,999 $ 180 $ 180 $ 9 
eae 4,550 55,154 55,313 159 339 170 
EE oo 06.50 8,560 66,487 67,053 566 905 453 
Re rs ncaa te 13,930 75,908 77,141 1,233 2,138 1,069 
pees 20,520 83,271 85,715 2,444 4,582 2,291 
Sa eaoe 28,150 88,924 92,241 3,317 7,899 3,950 
ees fe Se de 36,570 92,986 97,294 4,308 12,207 6,104 
ae eee 45,470 95,836 100,176 4,340 16,547 8,274 
eee 54,530 97,699 102,564 4,865 21,412 10,706 
ee 63,430 98,850 104,600 5,750 27,162 13,581 
ee ee 71,850 99,473 104,791 5,318 32,480 16,240 
REE erat 79,480 99,784 104,988 5,204 37,684 18,842 
re eee 86,070 99,931 104,720 4,789 42,473 21,237 
Se 91,440 99,981 104,561 4,580 47,053 23,527 
Bch ce cokkee 95,450 99,996 103,225 3,229 50,282 25,141 
- 98,110 100,000 102,281 2,281 52,563 26,282 
ER oe 99,520 100,000 101,613 1,613 54,176 27,088 
NE 100,000 100,000 101,140 1,140 55,316 27,658 
y Se 1,900,000 1,900,000 1,902,747 2,747(A) 58,063 29,032 
PA gacesuees 100,000 100,000 100,001 1 58,064 29,032 
Oy vicksseces 100,000 100,000 100,000 58,064 29,032 





$3,731,552 $3,789,616 








(A) Total of amounts computed for each individual year. 


Note: If a decimal point is visualized in place of the comma between the thousands 
and hundreds figure columns above, these amounts (and those in the follow- 
ing tables) may be read as percentages of 100. 








parison, does not reach its peak, which 
is only $100,000, until the 16th year, at 
which amount it thereafter 
stabilized. 

“The comparison shows that, over the 


becomes 


first 19 years, the accumulated deprecia- 
tion reserve and the aggregate annual 
depreciation deduction on the group ac- 
count treated as one continuing account, 
exceed the corresponding totals for the 
aggregated separate annual acquisitions 
by $55,316 ($58,064 over the 40-year 
period). The cumulative deferred taxes 
shown as $27,658 at the end of the 19th 
year ($29,032 at the end of 40 years) are 
in addition to the cumulative deferred 
taxes shown on Table F, where a com- 
parison is made of the aggregate of the 


depreciation, over the same 19-year 


period for the same group account, by 
the sum-of-the-years-digits method ap- 
plied to annual acquisitions on the 
separate accounts basis, and deprecia- 
the straight-line 
method. Thus, computing the deprecia- 
tion on the continuing account in- 
creases the total of the continuing tax 
deferred by almost 30%.” 

The declining balance method, when 
used for group, classified and composite 
accounts, may also be applied either to 
each year’s acquisitions in an asset cate- 
gory treated as separate accounts, or to 
the classification as one continuing ac- 
count. However, as the discussion above 
showed, the declining balance method is 
best for group accounts when salvage is 
appreciably above 6 or 7%. Thus, Mr. 


tion computed by 


a 
we 
- 
Pr] 
oo 














ee 6 Og tee 


he 


a 

















150 * The Journal of Taxation + September 1957 
TABLE E: One year’s acquisitions 
Comparison of Depreciation Computed by Straight-Line Method and Sum- 
of-the-Years-Digits Method on Group Acquisitions of $100,000 in One 
Year with Average Life of 10 Years and an Iowa Type S, Survivor Curve; 
and Cumulative Deferred Tax at Assumed 50 Pct. Rate 
Depreciation 
Cumulative 
Sum- Sum-of-the-Years-Digits Deferred 
of-the- Over (Under) Tax ai 
Retirements Straight- Years- Straight-Line Depreciation Assumed 
During Line Digits 50 Pet. 
Year Year Method Method Annual Cumulative Rate 
Ghee $ 5,000 $ 9,090 $ 4,090 $ 4,090 $ 2,045 
Eesseaes $ 480 9,976 17,273 7,297 11,387 5,694 
Bee ieee 1,410 9,882 15,456 5,574 16,961 8,481 
Oe ares 2,660 9,678 13,335 3,657 20,618 10,309 
ieaowiica's 4,010 9,344 11,333 1,989 22,607 11,304 
ep caagt ons 5,370 8,876 9,421 545 23,152 11,576 
Maakcunine’ 6,590 8,277 7,363 (914) 22,238 11,119 
Ris<sawers 7,630 7,567 5,653 (1,914) 20,324 10,162 
SPC 8,420 6,764 4,062 (2,702) 17,622 8,811 
Beas aamees 8,900 5,898 2,850 (3,048) 14,574 7,287 
Me 5 o019"s 9,060 5,000 1,863 (3,137) 11,437 5,719 
Ee 8,900 4,102 1,151 (2,951) 8,486 4,243 
RESP 8,420 3,236 623 (2,613) 5,873 2,937 
. Saar 7,630 2,433 311 (2,122) 3,751 1,876 
a 6,590 1,723 147 (1,576) 2,175 1,088 
AAA 5,370 1,124 50 (1,074) 1,101 551 
SR 4,010 656 15 (641) 460 230 
ASA 2,660 322 4 (318) 142 71 
:  SAaeee 1,410 118 (118) 24 12 
REF 480 24 (24) o - 
$100,000 $100,000 $100,000 














Ochis says, “the 
using the declining balance method in- 


primary reason for 
stead of the sum-of-the-years-digits 
method of depreciation is the existence 
of an appreciable salvage ratio. If the 
realized salvage is credited to the depre- 
ciation reserve, then it would be the ex- 
ceptional acquisition year that would 
not be fully depreciated before the last 
retirement therefrom. Thus, the main- 
tenance of separate depreciation ac- 
counts in order to charge off the sup- 
posedly unrecovered balance when the 
last item is retired would serve no pur- 
pose.” 


Switching to the straight-line 

Some accountants have recommended 
using the declining balance method in 
the early years of an asset’s life and then 
switching over to straight-line (this can 





BINDERS for The Journal of Taxation 
are available; each binder holds two 
volumes (12 copies). Price: $3 each, 
plus shipping. Specify whether binder 
is wanted for Vols. 1 & 2 or 3 & 4. Order 
from The Journal of Taxation, 147 East 
50 Street, New York 22. 











be done without permission) when the 
annual allowances begin to drop below 
what could be taken as a straight line 
over the remaining life. If this is the 
plan for group accounts, then, it is 
thought, separate accounts should be 
maintained for each year’s acquisitions. 
This, says Mr. Ochis, “is an area, with 
respect to group accounts, that has been 
thoroughly confused by single-item de- 
preciation psychology. Thus, an item 
with an estimated ten-year life may be 
depreciated for six years by the de- 
clining balance method, and then, at the 
beginning of the seventh year, changed 
to straight-line depreciation for the re- 
maining four years. 

“However, consider a year’s group 
acquisitions with an average life of ten 
years, which average life means a mix- 
ture of assets with component lives, 
shorter or longer, than the ten-year 
average. Consider, for example, the 
group account in Table E. The com- 
ponents possess useful lives of from one 
to 19 years. If such account is trans- 
ferred to straight-line depreciation at 
the beginning of the seventh year of 


life, all the components with lives of less 
than seven years will already have been 
retired, so that the remaining life of the 
transferred items must of necessity be 
longer than the remaining four years of 
the average life. In Table E, about 
20.5% of the group acquisitions had al- 
ready been retired by the end of the 
sixth year.” Of course, this result is to 
be expected. The reason the declining 
balance method was chosen was that 
high salvage was foreseen. 


What is remaining life? 


Moreover, there is one very important 
hazard in such a plan to shift from de- 
clining balance to straight line. Though 
permission is not required, there are 
two other points on which an exper- 
ienced tax man will foresee possible 
trouble: reasonable salvage must be in- 
cluded in the straight-line computation 
and the remaining life must be deter- 
mined. Remember there is no guarantee 
that the estimated life used previously 
will continue to be acceptable. 


Conclusion 


Mr. Ochis concludes: “The recogni- 
tion of a reasonable salvage as a reduc- 
tion of the basis at the time of change- 
over and the spread of the decreased 
basis over a probably lengthened re- 
maining life, effectively vitiates the 
benefits expected to be realized from 
such change-over.” 

Thus we have seen that there is no 
advantage in keeping separate accounts 
for each year’s acquisitions for either 
SYD or DB methods. Indeed, Mr. Ochis 
points out, there is a serious disadvan- 
tage: 

“The Regulations provide: ‘Section 
1.167(b)-2 DecLininc BALANCE METHOD. 
—(a) Application of method.— . . . While 
salvage is not taken into account in de- 
termining the annual allowances under 
this method, in no event shall an asset 
(or an account) be depreciated below a 
reasonable salvage value .. .’ {Italics sup- 
plied.] 

“If depreciation for an asset classifica- 
tion is computed on each year’s acquisi- 
tions as a separate account, it is readily 
apparent when the estimated salvage 
value is reached. However, if instead of 
depreciating each year’s acquisitions as 
a separate account, all years are depre- 
ciated as one continuing account, then 
it is not feasible to determine when the 
salvage value is reached, except on the 
basis of the entire account. The Regula- 
tions provide and illustrate depreciation 
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of less wear and tear . . .(1) of property used in 
a TABLE F: Comparison of SL and SYD the trade or business, or (2) of property 
lew the | Comparison of Depreciation Computed by the Straight-Line Method and 7 mor ae 
tore of Sum-of-the-Years Digits Method on Group Account With Yearly Acquisi- Bd S ° o “e eras ae bg 
about | tions of $100,000, With Average Life of 10 Years and an Iowa Type S, Dd M x - po Reger — : ae 
veil al. Survivor Curve; and Cumulative Deferred Tax at Assumed 50 Pct. — ve A, ‘a - — wir rr 

Sie Saks allowance’ as used in subsection (a) shall 
of the include (but shall not be limited to) an 
bea to Depreciation allowance computed in accordance with 
lining Regulations prescribed by the Secretary 
s that Cumulative or his delegate, under any of the follow- 

or ee ory ing methods: (1) the straight line 
Retirements — Straight- ~ Suaishe tee Inpadition Pi anes) the aioe wae 
During Pye Digits 50 Pet. method, . . . (3) the sum-of-the-year-digits 
ortant Year Year Method Method Annual Cumulative Rate method, and (4) any other consistent 
mm de- a method ... . Nothing in this subsection 
hough eps $ 490 $ Pry 4 5 at php $ aan $ ed shall be construed to limit or reduce 
re are 2. ae ie > 1,890 24,858 41,819 16,961 32,438 16,219 an allowance otherwise allowable under 
exper- | se ae 4,550 34,536 55,154 20,618 53,056 26,528 subsection (a). Note particularly that 
ossible | 63 citseae 8,560 43,880 66,487 22,607 75,663 37,832 subsection (a) is identical with the de- 
be aD | 2 we eeeeees a popes an aries Rayo ae preciation provision of the 1939 Code 
posanpll 7......... 28,150 68,600 88924 20324 141,377 —-70,689 Section 23(1)(1). 
deter- _ BERS. 36,570 75,364 92,986 17,622 158,999 79,500 Thus the addition of the new methods 
ramtee Bi sabives 45,470 81,262 95,836 14,574 173,573 86,787 was accompanied by the express state- 
iously | eet: yen pop pend ee py cen ment in the Code that the old provi- 
ee 71,850 93,600 99,473 5,873 199,369 99,685 sion still stood. Nor did the Commis- 
| ake. 79,480 96,033 99,784 3,751 203,120 101,560 sioner withdraw his formal statement 
. “eee FOE ~ yee phe poe a po yo a of policy in Mimeograph 183 (5/11/53) 
‘cogni- IS.....+-+- ’ ’ , , ’ 4 which said: “It is the announced policy 
— = ; | é mod pag sae B- shane anaes of Panama not - disturb the 
6 _ Se 99,520 99,976 100,000 24 207,022 103,511 depreciation deduction taken by tax- 
reased Rs abs 100,000 100,000 100,000 207,022 103,511 payers unless there is a clear and con- 
od re- | vincing basis for change. One of the 
s the SLA20,580 $1,651,002 principal factors to be considered in 
— Note: The sum-of-the-years-digits depreciation is the aggregate of the deprecia- determining whether a deduction is 
tion computed on each year’s acquisitions as separate accounts. reasonable is whether the taxpayer has 
is no followed a consistent practice in de- 
iy a termining the amount of his deprecia- 
either by means of a continuing account. count depends on the type of survivor tion deduction.” This emphasis on prior 
Ochis Whether a taxpayer will realize benefits curve and in what stage of the life cycle deductions may imply that changes in 
idvan- from depreciation of a continuing ac-_ the large salvage is realized.” ‘ present rates or deductions are to be 
{ discouraged at least for older assets. 
ection . ions 9 and 
mov. | New rule on salvage allowance upsets Pes pagpertaes omen 
While ° ° ° stantially the same. The earlier one 
in de established depreciation schedules said: The’ pooper <ileekae te) ah 
under amount which should be set aside each 
} anset W' ARE BEGINNING to hear protests larly if applied retroactively. That tax- taxable year in accordance with a rea- 
low a over the policies on depreciation payer had no real warning that simul- sonably consistent plan (not necessarily 
“er of agents examining returns for 1954 taneously with the changes in the law, at a uniform rate) whereby the aggre- 
| and later years. Taxpayers who have the Commissioner was going to change gate of the amounts so set aside, plus 
pail “| used the same depreciation schedules for his long-standing, if unofficial, disregard the salvage value, will at the end of the 
— years, with little or no change by the _ of salvage. useful life of the depreciable property 
eadily Treasury, are now being required to Writing in the Virginia Accountant, equal its cost or other basis determined 
alvage ) recompute the years since 1954 to allow Mr. Penzer pointed out that a taxpayer in accordance with Code Section 113.’ 
‘ad of for salvage value. deciding not to change to any of the “Prior to the 1954 Code, the above 
a oe Louis V. Penzer, CPA and a partner new methods in 1954 had good reason Regulation had not been enforced. It 
lepre- in the Richmond, Virginia firm of Dal- to believe that if he continued his old was believed,” Mr. Penzer said, “that it 
then ton & Penzer, thinks this requirement is methods they would be acceptable. was impracticable to determine true sal- 
n the unfair to the taxpayer who reviewed his Code Section 167(a) and (b) reads: vage value, or that in the majority of 
n the policy when the new accelerated depre- “(a) GeNnerat Rute.— There shall be the cases it was negligible. Regardless of 
egula- ciation, provisions were enacted in 1954 allowed as a depreciation deduction a_ the reasons, this Regulation was not en- 
fauion and decided to make no change, particu- reasonable allowance for the exhaustion, forced. The Regulation pertaining to 
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the 1954 
Code is as follows—“The allowance for 
depreciation is the amount which should 
be set aside for the taxable year in ac- 


depreciation provisions of 


cordance with a reasonably consistent 
plan, so that the total of the amounts 
set aside, plus salvage value, will at the 
end of the useful life of the property, 
equal the cost or other basis.’ The policy 
at present is to enforce the new Regula- 
tions.” 

Surely the taxpayer (or his tax ad- 
visor) who thought he was choosing be- 
tween the possible advantages of new 
methods (but at the cost of a wrangle 
with the agent) and the certainty of his 
old methods, was unfairly dealt with by 
this. retroactive unannounced change in 
policy over salvage. 

Your editor heartily agrees with Pen- 
zer, particularly since we feel that it was 
the expressed intent of Congress to lib- 
eralize depreciation allowances. In many 
paragraphs of the committee reports 
reference is made to “liberalizing depre- 
ciation allowances,’ “liberalization of 
depreciation,” and “liberalized depreci- 
ation methods.” The Senate Committee 
Report states specifically: “One change 
made by your committee removes pos- 
sible uncertainty as to the status of other 
methods not specifically set forth in the 
bill. Some believed the House bill pre- 
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cluded depreciation allowances which 
have been acceptable'under present law 
or might be proved reasonable under 
present law. There was apprehension 
that reasonable deductions 
might appear to be denied by the provi- 
sion limiting the accumulated allowances 
to the total provided under the double 
declining-balance system. To meet this 
criticism and assure taxpayers that the 
bill will not operate to cut back their 
allowances below present law, your com- 
mittee has made changes indicating that 
nothing in the new treatment is to be 
construed as limiting or reducing an 
allowance otherwise allowable under the 
general provision for reasonable depre- 
ciation allowances.” 


otherwise 


It occurred to us that perhaps agents 
in different parts of the country might 
be applying different standards. Mr. 
Penzer makes no mention of the size of 
the items being changed. Commerce 
Clearing House (Rewrite Bulletin, April 
25, 1957) reported that the IRS is re- 
computing depreciation to allow for sal- 
vage on assets acquired before the pro- 
mulgation of the 1954 Regulations 
“where the tax effect is substantial in re- 
lation to depreciable assets or over-all 
in cases in which 
capital gain results from the sale of 
depreciable assets.” ¥ 


gross income and 


The drive for “change reports” by revenue 


agents leads to bad accounting practice 


*  eotenttdgris that 
agents are insisting on changing 
provisions which in the 
professional judgment were proper at 
the time they prepared certified income 
statements and the related tax returns. 
There is a growing impression that some 


report revenue 


, 


accountants 


revenue agents believe their productivity 
is being measured by the number of 
“change” cases with additional assess- 
ments. Despite the fact that the Com- 
missioner has stated unequivocably, a 
number of times, that he will not tole- 
rate any semblance of a quota system, 
there is evidence of direct or indirect 
pressures to emphasize ‘‘changes” rather 
than income based on generally accepted 
accounting principles. 

The professional judgment of the ac- 
countant, in his attempt to establish a 
fair presentation of income based on 
accepted standards of accounting and 


auditing, is overruled by a “change- 
conscious” agent. For example, it is the 
obligation of the auditor to the credi- 
tors of a business, and to the public, to 
value receivables properly. It thus be- 
comes necessary to establish an estimate 
for allowance for bad debts. If the agent 
can substitute his judgment on the basis 
of hindsight for that of the accountant, 
although the accountant’s action was 
reasonable at the time, then the change 
by the agent becomes arbitrary. Similar 
situations the auditor in- 
sists on a write-off of repairs which he 
does not consider proper asset values, 
and the agent later requires capitaliza- 
tion. 


arise where 


It is not to be implied that every 
judgment decision made by an account- 
ant is a proper one. There are obviously 
many areas in the determination of tax- 
able income which lend themselves to 


abuse in the hands of overzealous tax- 
payers and advisors. If there is any im- 
plication, it is a sound warning for 
accountants that their judgments must 
be based on principles and not solely 
on tax savings. Our concern is that re- 
liance be placed on the integrity, in- 
dependent judgment, and responsibility 
of the professional accountant where it 
is clearly obvious that his intent is to 
apply generally accepted accounting 
principles in the fair presentation of 
income. It seems to us almost certain 
that this approach, rather than one that 
engenders a bargaining attitude, will be 
of the greatest value to the Service, to 
the taxpayers, and to the country as a 
whole. 

One of the fundamental aspects of 
the income tax is the fact that the tax- 
payer must compute and report his 
own tax. In effect, the taxpayer assesses 
himself. To a large degree, the govern- 
ment must depend upon him to report 
properly. In a country that has grown 
strong on the basis of respect for law 
and order, and the mutual respect and 
integrity of its citizens, this is a sound 
and effective procedure. But if revenue 
agents emphasize hindsight evaluation 
order to obtain 
then the entire philosophy 


of judgment in 
“changes,” 
modified. 
Instead of an ethical and professional 
determination of the entire 


process becomes one of bargaining. 


of income tax collection is 


income, 


The deplorable situation that exists 
in some parts of the world illustrates 
some of the dangers involved in self- 
assessed taxes that are not administered 
properly. Of course some of those diff- 
culties involve the integrity of the tax 
collection this 
has not been a problem in our system. 
The incidents that make 
newspaper headlines from time to time 
merely emphasize the universality of the 
high moral standards that are demand- 
ed and expected. It is rather with the 
bargaining aspects of tax collection that 


agencies. Fortunately, 


individual 


we are concerned. If the taxpayer feels 
that the taxing authority is arbitrary, 
his reaction will be to offset the govern- 
ment’s arbitrariness. 

If the approach is to get all the tax 
that can be bargained for, then the 
attitude of the taxpayer 
affected. Should he 
salary deduction he expects in order to 


naturally is 
ask for twice the 


leave himself in a better bargaining posi- 
tion? Must he ask for greater deprecia- 
tion or other cost allocations than are 


reasonable in order to get a reasonable 
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deduction? When this becomes the situ- 
ation, the moral fibre of the entire com- 
munity breaks down, and the unscrupu- 
lous and tax-dodgers are in full sway. 
Che implications involved 
have been reviewed in some detail by 


ethical 


John L. Carey in his book, “Professional 
Ethics of Certified Public Accountants.” 
His point of view is summarized in the 
following statement: “If revenue agents 
approach examinations of tax returns in 
a partisan spirit, with the objective of 
getting the most tax immediately by 
stretching the rules as far as_ possible 
in the government’s favor, if they take 
advantage of technicalities inequitable 
to the taxpayers, if they insist on un- 
necessary adjustments of income or ex- 
penses between accounting periods, if 
revenue agents are rated for promotion 
on a basis of ‘production’ of additional 
taxes—then taxpayers react defensively. 
They will view the government as an 
adversary, and come to regard the pay- 
ment of taxes as a game rather than a 
moral obligation.” 

Mr. Carey’s suggestion, as it relates to 
ethics, is: “Perhaps an effort should be 
made to develop standards of conduct 
and fair play to which both the Service 
ind practitioners enrolled to practice 
before the Treasury Department would 
be required to adhere. If revenue agents 
and enrolled attorneys and agents were 
subjected to well-defined responsibilities, 
the temptation of either party to take 
advantage of the other would be mini- 
mized.” 

The fundamental problem goes be- 
yond the question of ethics. It is con- 
cerned with accounting principles. Gen- 
erally it is the intent and policy of 
most certified public accountants to pre- 
pare income statements and the related 
tax returns as nearly in accordance with 





Increasing depreciation rate on declin- 
ing balance rejected. Taxpayer took de- 
preciation at an increasing rate on the 
declining net balance. Noting that this 
method is not in accord with any recog- 
nized trade practice and that the ac- 
countant who set it up was not an ex- 
pert on the physical life of the assets 
involved (hotel furnishings) the court 
holds that taxpayer had not met. the 
burden of proving the Commissioner in 
error. Margolis, TCM 1957-109. 


Service will change erroneous deprecia- 


New accounting decisions this month 


accepted principles as possible. It is 
anathema to make excessive claims in 
order to have items available for bar- 
gaining purposes. It is not a generally 
accepted procedure to claim excessive 
depreciation on which compromises later 
can be made. It is not acceptable to 
over-value or under-value land, build- 
ing, or other assets or liabilities for any 
purpose—bargaining or otherwise. 
Recognition, of course, must be given 
to the fact that accounting is not an 
The Research Bulletins 
and the Statements on Auditing Pro- 
cedure are merely guide lines. They do 
not encompass the authority of law. As 
a result, there will necessarily be tech- 
nical problems which will be subject to 
disagreement and discussion with reve- 
nue agents. Many of these will be 
honest differences of opinion which will 
require litigation to settle. These situ- 
ations distinguished clearly 
from those in which the agent takes an 
arbitrary merely to obtain 
more tax, without regard to the reason- 
ableness of the taxpayer’s position. 


exact science. 


must be 


position, 


In a recent article in this journal 
(6 J TAX 266) Harold R. Burnstein 
points out that: “In talking with the 
agent about his proposed adjustments, 
it is important to bear in mind that the 
agent is interested in a “change” case. 
That is, he wants to increase taxable 
manner in 


secure additional tax.” If this is so, the 


income in some order to 
emphasis is in the wrong place. Within 
the limitations set by the law, both the 
revenue agent and the professional CPA 
should be interested in the fair presenta- 
tion of profits. Such presentations should 
be fair both from the taxpayer's and the 
tax collector’s point of view. This means 
that the taxpayer will pay and the tax 
collector receive all the taxes due. 


tion despite its acceptance in prior years. 
In 1953 the issued two Rev- 
enue Rulings setting forth its policy that 
it would not disturb depreciation deduc- 
tions unless there is a clear and con- 
vincing basis for a change. In clarifica- 
tion of those rulings the Service now 
says that if a clear and convincing basis 


Service 


for a depreciation adjustment arises in 
a current examination adjustment will 
be made even though the similar de- 
ductions claimed in prior returns were 
accepted without changes being made. 
Rev. Proc. 57-18. 


Tax aspects of accounting + 153 


Oil royalties not proved valuable prior 
to sale; loss denied [Certiorari denied]. 
Oil royalties were sold at prices be- 
tween $40 and $100 during 1946-1948. 
The Tax Court decided that these royal- 
ties became worthless before the year 
they were sold for nominal amounts and 
can he worthless even while legal title 
is retained. James Petroleum Corp., cert. 
den, 3/25/57. 


Securities worthless despite no “identi- 
fiable event.” Taxpayer invested in 
stock of two airline companies. In the 
taxable year, the liabilities were so 
great that the prospect of his recover- 
ing any part of his investment appeared 
hopeless. The court allows a loss de- 
duction for worthlessness of the stock 
even though no “identifiable events” 
occurred in the taxable year. Howe 
Estate, TCM 1957-58. 


Card-punching machine worthless prior 
to year of claimed abandonment. Tax- 
payer who had patented a card-punch- 
ing machine claimed an abandonment 
loss for the patent in 1949. The Tax 
Court concluded that the invention was 
obsolete and worthless prior to 1949, 
therefore the loss due to worthlessness 
was not deductible in 1949. This court 
affirms. The issue is one of fact and the 
finding of the Tax Court is supported 
by the evidence. Meyer, CA-8, 4/25/57. 


Salary is business income for operating 
loss. Taxpayer who was employed as 
an executive also owned and operated 
a chicken hatchery. A loss from com- 
plete liquidation of the business in 
1952 was held by the Tax Court attribut- 
able to the “termination” rather than 
the operation of the business. The loss 
was a non-business loss which could not 
be used to offset taxpayer’s salary so as 
to create a net operating loss in 1952 
giving rise to a net operating loss deduc- 
tion in 1951. On appeal taxpayer argued 
salary was not business income. The 
court holds it was, following Folker 
(230 F. 2d 906, CA-2) though the Tenth 
Circuit has held otherwise. (Hughes, 38 
F.2d 755). [Under present Code a loss 
on liquidation of a business would 
qualify as a net operating loss. Ed.] 
Overly, CA-3, 4/29/57. 


Deduction of EPT (later refunded) in 
computing loss carryover no tax benefit. 
Another case on the involved computa- 
tions arising from the fact that in com- 
puting operating loss carryovers, excess 
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profits tax accrued may be deducted. 
Taxpayer had a loss for 1946, carried 
back first to 1944 then to 1945. The 
court first determines that income for 
1944 is income after renegotiation. Next 
taxpayer argued that 1944 EPT should 
be deducted. Due to the carryback this 
1944 tax was actually refunded but it 
properly accrued in 1944. The govern- 
ment argued that if so this use of 1944 
taxes in effect increased the carryover to 
1945 and was therefore a tax benefit, 
which should give rise to tax when 1944 
EPT The 
finds no tax benefit unintended by Con- 
Forge-Ordnance, Ct. 


tax was refundable. court 
gress. National 
Claims, 5/8/57. 


BAD DEBTS 


Partial bad debt allowed though sub- 
sequent indebtedness not worthless. A 
tenant in taxpayer's office building who 
was in arrears executed a demand 
promissory note in 1948 for the arrear- 
ages and at the same time started a new 
rental arrangement at an increased rent. 
On the facts, the court holds that the 
portion of the tenant’s indebtedness evi- 
denced by the notes became worthless 
and uncollectible in 1950. However, the 
balance of the indebtedness evidenced 
by the new account, which taxpayer 
continued as an open balance and on 
which some payments were made, could 
not be deducted in 1951 as a bad debt. 


Elmira City Realty Corp., TCM 1957-53. 


FHA 
banks’ loss ratio. Banks are permitted to 
compute their reserves for bad debts by 


insured loans not includible in 


a formula based on their experience. 
Mimeograph 6209 provides for the elim- 
ination of “Government insured loans” 
from the total loans compared in the 
formula with total losses. The Service 
now rules that “Government insured 
loans” refers to any government loans to 
the extent or percent guaranteed. Title 
II FHA mortgage loans are held to be 
100%, government guaranteed for such 


purposes. Rev. Rul. 57-210. 


Can’t deduct uncollectible loan to a 
political party. In 1952 the Code was 
amended to prohibit deductions of bad 
debts owed in 1952 and later years by 
political parties. The Service rules that 
a taxpayer who in prior years properly 


accrued compensation for services ren- 
dered political parties cannot deduct 
uncollectible in 
years after 1951 even though the services 


these accounts now 


September 1957 


were performed prior to enactment of 
the above amendment. Rev. Rul. 57-189. 


ACCOUNTING METHODS 


Refund of interest on deficiency includ- 
ible when received. Taxpayer paid a 
deficiency and interest in 1942 and de- 
ducted it on his 1942 return. As a result 
of later court decisions, the deficiency 
and interest were refunded to him in 
1944. He filed an amended 1942 return 
excluding the interest deduction and 
paid the additional tax. The district 
court held the interest refund includible 
in income in 1944, because tax account- 
ing is on an annual basis. This court 
affirms. On appeal, the taxpayer also 
argued that the 1944 receipt was a re- 
covery exclusion under the tax benefit 
rule. He said that because of the for- 
giveness of 1942 he got no benefit from 
the deduction. The court sees no reason 
to follow the extraordinary procedure of 
allowing a new issue to be raised on 
appeal. The taxpayer did not even 
prove that he got no benefit from the 
1942 deduction. The court notes that the 
revision of the 1942 return excluding 
this deduction required an additional 
$6,000 of tax. That suggests a benefit of 
at least $6,000. Bird, CA-1, 3/6/57. 


Officers in constructive receipt of ac- 
crued corporate expenses; deduction all- 
lowed [Acquiescence]. Salary, rent, and 
interest expenses were accrued on tax- 
payer's books but were not actually paid 
in cash to the payees, who were con- 
trolling stockholders, within 214 months 
after the close of the taxable year. The 
Commissioner disallowed them as un- 
paid expenses owed to related stock- 
holders and nondeductible under the 
Code. The Tax Court found that dur- 
ing the 214-month period taxpayer 
could have borrowed sufficient funds to 
pay the amount accrued, and holds that 
the amounts credited to the payees were 
includible in their income under the 
doctrine of constructive receipt. The 
claimed deductions were therefore not 
barred. Geiger & Peters, Inc., 27 TC No. 
113, acq. IRB 1957-23. 


Valuation of opening and closing in- 
ventory must be consistent. Taxpayer 
was not permitted by the Tax Court 
to adjust its closing inventory down- 
ward from cost to a lower market value; 
it failed to show that its opening inven- 
tory was valued at the lower of cost or 
market. The Tax Court decision is 


affirmed. National Fireworks Inc., CA-l, 


4/8/57. 


Can’t use completed contract method 
for real estate. Taxpayers were engaged 
in selling lots under a written contract 
which provided for the delivery of a 
deed upon the completion of the pay- 
ment of the agreed price. The purchaser 
had the option of paying all of the con- 
sideration at once or in monthly install- 
ments. Taxpayers reported the sale and 
the gain in the year the deed was de- 
livered, describing their method of ac- 
counting as the “completed contract” 
basis. That was held to be improper by 
the Tax Court. This court affirms. The 
completed contract method applies only 
to construction contracts. The Commis- 
sioner did not abuse his discretion in 
requiring reporting of gain as cash pay- 
ments were received. Wood, CA-5, 6/28/ 
57. 


Excise tax on transportation of oil by 
pipeline due when payment is received. 
A carrier becomes liable for the excise 
tax on transportation of oil by pipe- 
line at the time payment 
for the transportation because the tax 
is laid on the payment. It is irrelevant 
that taxpayer uses the accrual method of 
accounting. Rev. Rul. 57-148. 


it receives 


Court okays cattleman’s cash-basis-plus- 
inventory method. A cattle dealer filed 
his first return in 1940 on a cash basis 
and showed no inventories. In 1941 and 
in all years thereafter, when there were 
inventories, he consistently used them 
in computing his income. The Commis- 
sioner made corrections in the inventory 
and taxpayer protested that his use of 
inventories was improper and_ they 
should be completely ignored. The court 
points to previous cases in which it held 
that the cash-basis-plus-inventory method 
clearly reflects income when there are 
no accounts receivable or payable. The 
court approves the Commissioner's ad- 
justments to inventory. Carter, TCM 
1957-65. 


Labor Bureau’s price indexes accepted 
for inventories. The January 1957 price 
indexes published by the Bureau of 
Labor Statistics for use by department 
stores employing the retail and LIFO 
inventory methods are accepted by the 
Service for application to inventories for 
taxable years which ended December 31, 
1956 and January 31, 1957. Rev. Rul. 
57-180. 
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Liquor dealer can’t deduct contributions 
to anti-prohibition group. Taxpayer, a 
liquor wholesaler, contributed to an as- 
sociation organized for the purpose of 
conducting an advertising campaign to 
persuade Arkansas voters to vote against 
a proposed state prohibition act. The 
court holds this is lobbying and not a 
contribution nor an ordinary and neces- 
sary business expense. F. Straus & Son, 
Inc. of Ark., 28 TC No. 65. 


tuto dealer has income when finance 
company credits his reserve. Net in- 
creases in loss reserve accounts withheld 
by financial companies from an accrual 
basis auto dealer as security in purchas- 
ing automobile notes and contracts are 
held taxable to the dealer in the years 
credited. The court is foliow- 
ing this rule despite the contrary posi- 
tion of the Fourth Circuit (Johnson, 233 
F.2d 952). Schaefer, TCM 1957-68. 


notes it 


CAPITAL GAINS 


Real-estate dealer realizes ordinary in- 
come on property held for sale and 
capital gain on investment property. 
The Tax Court held that taxpayer, a 
real-estate dealer, realized ordinary in- 
come on the sale of undeveloped acre- 
age, including land sold to a 50%-owned 
corporation. The fact that taxpayer did 
not engage in any personal sales ac- 
tivity with respect to the land sold did 
not affect the finding that the property 
was held primarily for sale. Capital gain 
resulted, on the other hand, from sale 
by taxpayer through an independent 
agent of lots purchased for the con- 
struction of apartments which were un- 
That 


was 


such construction. 
not held 


further shown by the fact that taxpayer 


suitable for 


these lots were for sale 
still owned the apartments constructed 
on the land. The Court of 


\ppeals affirms. Burgher, CA5, 6/10/57. 


suitable 


Interest in building acquired on promise 
not to sell stock is a capital asset. 
Friction between 
two other stockholders as to the man- 
agement and operation of their corpo- 
ration. One of the stockholders entered 
into an agreement with taxpayer where- 


arose taxpayer and 


by he agreed to convey to taxpayer an 
interest in certain property in considera- 
tion for taxpayer's promise not to sell 
his stock to the other stockholder. The 
court finds the Commissioner erred in 
denying that taxpayer had an interest 
in the real estate. When the building 


was sold a year later to the corporation, 
taxpayer is held to have realized long- 
term capital gain upon receipt of his 
share of the proceeds. There was no 
merit in the Commissioner’s argument 
that the funds were a dividend from the 
corporation. Tully, 28 TC No. 27. 


Loss on sale of inherited lot was a 
capital loss. [Certiorart denied]. Tax- 
er, a resident of Florida and the owner 
of real estate there, inherited five De- 
troit lots in 1927. He sold one lot at a 
loss in 1944, the year under review. The 
district court denied an ordinary loss on 
the ground that the lots were held for 
sale. The Fifth Circuit reversed, point- 
ing out that these five inherited lots 
were held by a trustee subsequent to 
1940 as security for paying alimony. 
Taylor, cert. den., 4/22/57. 


Real estate venture a business, though 
not an active one; loss is ordinary. Tax- 
payers realized losses on the sale of real 
estate in Manhasset, N. Y., in 1948 and 
1949. The court concluded that while 
their real estate ventures did not amount 
to a business carried on throughout 
their life, still the Manhasset venture 
was a business. They were persons of 
very great wealth but they had pur- 
chased this particular real estate not for 
investment but for subdivision and sale. 
Though not an active and aggressive 
business it was clearly begun as such and 
never Elbert, TCM 1957- 
108. 


abandoned. 


Jury finds capital gain on real estate 
subdivided and sold. Few facts are re- 
ported. Taxpayer bought three separate 
tracts in 1949, 1950 and 1951, had them 
platted and subdivided, and made sales 
in 1950 and 1951. The jury found the 
gain was capital. Yager, DC Kan. 


Ordinary income on sale of used water 
coolers previously leased. 
denied|. Taxpayer contended that the 
it had leased and then 
sold had been “used in the business,” 
not “held for sale,” so that they were 
capital assets. The district court dis- 
agreed, finding that the taxpayer was in 
the business of both leasing and selling 
whichever was more 


[Certiorari 


coolers which 


advan- 
no distinction could be 
made between the coolers sold from in- 
ventory and the ones sold while out on 
lease. The fact that rental income pre- 
dominated did not alter the result, be- 
cause there was no evidence that such 


coolers, 


tageous, and 
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a situation was anything but a normal 
charactertistic of a rent-or-sell business 
in the particular industry. The Second 
Circuit affirms. SEC Corporation, cert. 
den., 6/10/57. 


Jury finding that cotton merchant had 
capital gain on calls upheld. A “call” 
is the sale of to be delivered 
promptly although the price is to be 
determined at some future (call) date. In 
1950 and 1951, taxpayer-merchant who, 
as a separate activity, owned a cotton 
gin and warehouses, closed out call con- 
tracts he had entered into in previous 
years. A jury found that the cotton in- 
volved in these transactions was not held 
primarily for sale to customers in the 
ordinary course of taxpayer’s trade or 
business, and the profits were capital 
gain. This court affrms: this question 
was properly given to the jury and it 
cannot be said the jury answered it in- 
correctly. The district court was correct 
in finding the holding period ended at 
the time of delivery of the cotton, 
though the price was determined at a 
later date. Hightower, CA-5, 6/28/57. 


cotton 


Ordinary income on sale of herd in- 
tended for breeding. Taxpayer, a 
rancher, purchased 800 head of cattle. 
He separated the heifers from the 
steers and placed some bulls in with the 
heifers in order to breed them. Later 
that year, because of difficulties in feed- 
ing the cattle, he sold the entire herd 
without any distinction being made be- 
tween heifers and steers. The court holds 
taxpayer did not establish that he was 
engaged in breeding cattle; he merely 
showed a desire to start a breeding herd. 
Gain from the of the herd was 
therefore ordinary income. Carter, TCM 
1957-65. 


sale 


Ordinary income on breeder’s sale of 
yearling horses. A breeder of horses an- 
nually put up for auction sale all his 
yearling horses too immature for breed- 
ing. He arranged for a “reserve bid” or 
for someone to bid on horses he in- 
tended to retain. The Tax Court found 
that the yearling horses sold were prop- 
erty held primarily for sale in his trade 
or business. This court affirms. 
land, CA-4, 5/15/57. 


Now- 


Painter has capital gain on scle cf 
Churchill portrait. Chandor was an in- 
ternationally renowned portrait painter. 
He conceived the idea of painting a 
group portrait of the Big Three at 


thuaietea 








tt 


St 


ad 


156 


The Journal.of Taxation 


Yalta during 1948, and began by paint- 
ing individual study portraits of his 
subjects. When Stalin refused to sit, he 
abandoned the project but sold the 
Churchill portrait to Bernard Baruch. 
He reported the gain as capital on the 
ground that never before had he painted 
a portrait except after payment to him 
of his fee. He said he had no intention 
of selling the group picture or either 
study. The Tax Court agrees that the 
portrait was not held for sale in the 
ordinary course of his business. [Under 
a 1950 amendment the Code now ex- 
from 
capital assets while it is still owned by 
the creator.—Ed.] Chandor, 28 TC No. 
80. 


cludes an artistic composition 


Ordinary income for release of em- 


ployment contract. ‘Taxpayer was em- 
ployed as general manager of a corpo- 
ration which had been formed to pur- 
chase and liquidate an army camp. He 
was to get one fourth of the corporate 
profits and one fourth of any gain 
realized by the stockholders on sale of 
their stock, less stipulated adjustments. 
After the stockholders sold out, tax- 
payer received $9,200 in release of his 
employment contract. The sum is held 
taxable as ordinary income. Taxpayer's 
contention that the payment should get 


September 1957 


capital gain treatment as proceeds from 
sale of a partnership or joint venture 
interest is overruled. Caplan, TCM 1957- 
63. 


Jury finds ordinary loss on stock 
of supplier. To preserve a source of 
supply, taxpayer purchased some stock 
and a debenture of the supplying corpo- 
ration; and suffered a loss on the later 
sale of these securities. In charging the 
jury, the court stated that if it found 
that a taxpayer retained the stock and 
debenture as an investment after tax- 
payer had an opportunity to get its 
needed material from other sources, the 
loss would not be an ordinary business 
expense but would be a capital loss. 
The jury held for the taxpayer. Planters 
Exchange, Inc. DC Fla., 2/26/57. 


All substantial rights in patent given; 
gain is capital. The Government argued 
that because taxpayer didn’t give the 
right to use his patented invention the 
transaction was not a sale and his re- 
ceipts were ordinary income. The court 
holds that it was not shown that the 
right to use had any commercial value; 
that all substantial rights were trans- 
ferred; the transaction was a sale and 
the gain is capital. Gruber, DC Ore., 
5/31/57. 


WHAT IS INCOME? 


Stockholders taxed on life insurance 
premiums paid by corporation. A corpo- 
ration in which taxpayers, two brothers, 
owned substantially all of the outstand- 
ing stock paid the premiums on life in- 
surance policies on their lives. During 
the taxable year in issue each brother 
was named beneficiary of the other’s 
policy. The court found as a fact that 
the brothers intended that in the event 
of the death of either, the corporation 
should be the owner of the proceeds for 
the single specific purpose of using the 
proceeds to purchase the stock interest 
of the deceased at a_ predetermined 
The that the 
corporation was not a beneficiary of 
that the _ brothers 
directly or indirectly the beneficiaries. 


price. court concludes 


the policies, were 
Premiums paid by the corporation were 


therefore taxable to the brothers as 
additional compensation. Three dissents, 
on ground that the majority doesn’t 
make it clear whether its decision is 
based on the technicality that the corpo- 
ration was not formally the beneficiary 


or on the fact that the surviving brother 


would benefit by the corporate use of 
insurance to deceased 
brother. If the first, the decision exalts 
form over substance; if the second, it 
overlooks the substantial corporate bene- 
fit in the redemption and would have 
tax treatment of premiums depend on 
whether there 


buy out the 


was a formal buy-sell 
agreement, although a buyout decided 
upon after the policies matured would 
be substantially equivalent to 
planned in advance. [See comment 
7 JYAX 2 Ed.| Prunier, 28 TC No. 4. 


one 


Insurance renewal commissions ordin- 
ary income to widow. Taxpayer, the 
widow of an insurance man, received re- 
newal commissions on insurance sold by 
her husband prior to his death, and 
similar renewal commissions that had 
been assigned to him (he “purchased” 
the renewals from other agents). The 
Tax Court held the collections are in- 
come in respect of a decedent under 
Section 126 of the 1939 Code. The court 
permitted her to amortize part of her 


husband's 


cost of the agency and re- 


newal commission contracts against the 
income received therefrom even though 
the court admitted there was no mathe- 
matically accurate basis for computa- 
tion of such allowances. It also included 
in the widow’s income renewal commis- 
sions retained by the insurance com- 
pany as repayment of advances it had 
made under the agency contracts. This 
court afhrms. Latendresse, CA-7, 4/30/ 


57. 


Payments to widow of corporate execu- 
tive were gifts. Payments in 1951 and 
1952 of $1590 a month for a period of 
twelve months to the widow of a cor- 
porate executive upon his death is held 
to be a gift, excludible from the widow’s 
income. The husband was manager of a 
division of National Biscuit since 1928 
when the business operated by taxpayer 
and his two brothers was purchased by 
National Biscuit. There was no contract 
or agreement obligating the corporation 
to make the payments, it received no 
and the 
widow performed no services for them. 
Hekman Estate, TCM 1957-70. 


benefits from such payments, 


Employee’s widow not taxable on pay- 
ments from employer. The corporation 
which had employed taxpayer’s deceased 
husband made voluntary payments to 
taxpayer's and another widow of an 
officer. It deducted the payments as an 
expense. The court holds that the pay- 
1951, 1952 1953 
were in the nature of gifts and not tax- 


ments made in and 
able income since there was no contract 
of any kind covering them, and that the 
corporation could have ceased, modified 
or reduced the payments at any time. 
Mann, TCM 1957-49. 


Salary by family corporation to widow 
of stockholder-officer a gift. Taxpayer's 
husband had been the president of a 
publishing corporation owned by him 
and his mother. Upon his death the 
corporation paid his widow $2,000 a 
month for one year; his salary had been 
$5,000 a month. In a brief statement of 
fact and conclusion of law the court 
holds the payment a non-taxable gift. 


Jackson Estate, DC Ore., 5/8/57. 


Salary continuation a gift though paid 
to deceased officer's estate. A voluntary 


payment in 1951 by a corporate em- 


ployer to the estate of a deceased officer 
of an amount equal to the salary he 
would have earned from the time of his 
death to the end of the year is held to 























se! 
28 





st the 
hough 
nathe- 
1puta- 
luded 
mmis- 

com- 
t had 
This 
4 /30/ 


»KECU- 
and 
od of 
i COr- 
held 
dow’s 
ofa 
1928 
payer 
«dl by 
tract 
ation 
d no 
| the 


hem. 


pay- 
ition 
-ased 
is to 
f an 
Ss an 
pay 
1953 
tax 
tract 
t the 
ified 


ime. 


idow 
yer’s 
or 2 
him 
the 
Wa 
een 
it of 
ourt 


gilt 


baid 
tary 
em- 
heer 
he 
his 
1 to 








be a nontaxable gift. The deceased hus- 
band had owned half the voting stock 
of the corporation, wholly owned by 
two unrelated families. The fact that 
the payment was made to the estate of 
the deceased rather than to the widow 
or other beneficiary is held of no sig- 
nificance since the employer wanted the 
gift to inure to the benefit of “members 
of his family who were remembered by 
him under his will.” Foote Estate, 28 TC 
No 58. 

Husband agreed to defer salary to 
death; widow not taxable on it. Tax- 
payer’s husband had been president and 
majority stockholder of an insurance 
brokerage business. In 1922 and 1927, the 
corporation recognized an indebtedness 
to him of $100,000 commissions on busi- 
ness he had turned over to it for no fee, 
and agreed to pay the money at the rate 
of $10,000 a year after his death to his 
widow. The husband died in 1951 and 
the Commissioner taxed the payments 
The Tax 
Court disagrees. First, the Commissioner 
was not arguing that these payments 


to the widow as income. 


were “income in respect of a decedent.” 
[he commissions were earned prior to 
1927 and 
Taxpayer herself received the right to 


were assignable thereafter. 
the payments as a gift or a property 
settlement. They are not income. Carr, 
28 TC No. 86. 


Inherited right to annual payment taxed 
as annuity. In 1907, taxpayer’s father 
received the right to receive from a 
utility 1,000 horsepower of electricity 
per day. In 1914 he surrendered this 
for some $1,400 a year until 1965. Upon 
the father’s death in 1938 taxpayer re- 
ceived the payments. The Commissioner 
now says that at the father’s death $37,- 
000 was still unpaid and this right was 
worth $23,000. Therefore 23/37 of each 
The 
agrees. The annual payments were not 


year’s payment is income. court 


taxable to the father because he held 
the claim on 3/1/13. To the son, how- 
ever, this is an annuity inherited from 
his father. The excess over the value 
Harris, DC 


then is taxable income. 


Vt., 3/20/57. 


Landlord has income on forfeiture of 
tenant’s security deposit. In 1946, tax- 
lease 
1982 and 
under which the tenant was required 
to deposit $250,000 as a security. In 
1950, taxpayer and tenant terminated 


payer, as lessor, entered into a 


which was to terminate in 


the lease, and taxpayer was permitted 
to retain $185,000 of this security de- 
posit. Taxpayer contended that its in- 
come in 1950 was only an amount equal 
to the present value of its obligation to 
repay $185,000 in 1982. This argument 
was based on the theory that it always 
had the right to the money until 1982 
and that this is the forgiveness of a debt 
not yet due. The Tax Court held that 
a duty to repay the security deposit arose 
when the landlord-tenant relationship 
was terminated, that it was a current 
obligation, and that the full amount of 
$185,000 released from this obligation 
was current income. The Court of Ap- 
peals reversing and remanding, holds 
that only the present value is income. 
Bradford Hotel Operating Co., CA-l, 
5/12/57. 


No income to stockholder-lessor when 
corporation erects buildings on her land. 
Taxpayer was a principal stockholder 
and chief 
chinery manufacturing company which 
land 
buildings. She bought that land from 
third parties for $8,000 and leased it in 
1946 to the corporation for six years. 


financial backer of a ma- 


had used some adjacent to its 


The corporation erected buildings at a 
cost of $21,000. Under the 
buildings would revert to her at the end 


lease, the 


of six years and the corporation would 
pay taxes and maintenance but no other 
“rent.” The Commissioner computed 
the value of 1946 of the reversion of 
the buildings after six years as about 
$15,000 and treated it as income to her. 
In the alternative, he also claimed that 
the value of the buildings in 1952 ($18,- 
000) was income then. The Tax Court 
held she realized income in neither year 
because the parties never intended the 
reversion of the buildings to be rent. 
The court reviewed cases on lessor’s in- 
come from lease improvements and con- 
cluded that under the Code, the im- 
provements are income only if the 
parties intend them to be rent. It ac- 
cepted the taxpayer’s testimony that the 
buildings would be useful to no other 
company and that she would have re- 
quired their removal had she been deal- 
ing with a stranger. Under these circum- 
stances, it is clear there was no intent 
to pay rent in the form of improve- 
ments. Cunningham, 28 TC No. 72. 


No income on sale of land for note to 
be paid when convenient. Taxpayer and 
others in her family had inherited a 
piece of land in Detroit which her son 
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was anxious to develop. They had some 
difficulty in raising the cash needed to 
buy all the land and finance the build- 
ing. To help them she agreed to accept 
a note of her son and his associate which 
was unsecured, non-negotiable and with- 
out interest. The court concludes that 
there was an oral understanding that 
the note need not be paid until it be- 
came convenient for the debtors to do so 
and that the note had no value when 
received. Courtis, TCM 1957-107. 


disallowed. Tax- 
payer, a building contractor, paid wages 
to its plasterers higher than permitted 
under the Defense Production Act. 
Under the authority of the Defense Pro- 
duction Act these excessive wage pay- 


Over-ceiling wages 


ments were disallowed for income tax 
purposes. The court upholds the de- 
ficiency in a 3:2 decision. The majority 
points out that the Internal Revenue 
Code only allowed as deductions “a 
reasonable allowance” for salaries and 
wages. The dissenting judges are of the 
opinion that where, as here, the wages 
are part of the cost of goods sold they 
cannot constitutionally be excluded in 
computing income. Pedone, Ct. Claims, 
5/8/57. 


Guggenheim grant not taxable income. 
[Acquiescence|. The Court reviewed the 
objectives of the Guggenheim Founda- 
tion and concluded that $1,000 paid to 
taxpayer to supplement his half pay 
while on sabbatical leave and engaged 
in research was a nontaxable gift to 
aid a scholar, not a payment for his ser- 
vices. The Court distinguished Banks (17 
TC 1386) where Banks was employed by 
a university for specified work on its re- 
search contract with the Navy, and 
Robertson (343 U.S. 711) where the offer 
of a prize for a symphony was held to 
be a contract upon taxpayer's entry, so 
that the consideration was not a gift. 
Five judges dissented. Stone, Jr., 23 FC 
254, acq. IRB 1957-25. 


Fellowship grants gifts under the old 
Code. In accordance with the Commis- 
sion’s acquiescence in Stone, 23 TC 254, 
(above), the Service holds fellowship 
grants made by the John Simon Gug- 
genheim Memorial and 
grants generally similar thereto, will be 


Foundation, 


considered as gifts excludable from gross 
income for taxable years governed by 
the 1939 Code. For years governed by 
the 1954 Code, the special rules of Sec- 
tion 117 will control. Rev. Rul. 57-286. 
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American Indians pay no tax on federal 
grants? Gfants by the U. S. to American 
Indians’to defray the costs of their re- 
location ‘and vocational training are 
considered gifts and as such are exclud- 
able from income. Rev. Rul. 57-233. 


$300 a month for life to barber shop 
quartet secretary a gift. Taxpayer had 
been secretary for the Society for the 
Preservation of Barber Shop Quartet 
Singing in America. Upon retirement, 
he was voted an honorarium of $300 a 
month for life. There was no previous 
agreement to provide a pension and the 
court finds the payments were intended 
as a gift. Adams, DC Vt., 3/12/57. 


Ex-mayor O’Dwyer taxable on Crane 
contribution. The court finds that 
O’Dwyer, former Mayor of New York 
City, and Ambassador to Mexico, re- 
ceived $10,000 from Crane, of the Uni- 
formed Fireman’s Association. O’Dwyer 
presented no evidence and though the 
Commissioner’s determination would 
therefore stand, the Government pre- 
sented witnesses to establish O’Dwyer’s 
receipt of the money. Since he offered 
no evidence to show that it was used for 
deductible expenses, the court includes 
it in O’Dwyer’s income. An unexplained 
deposit of $1,500 in his wife’s joint bank 
account with her mother is also income. 
The burden of proof was on taxpayer 
and none was offered. O’Dwyer, 28 TC 
No. 76. 


Creditor has income on payment for its 
consent to reduce interest. Taxpayer was 
a stockholder of a corporation which 
liquidated within one calendar month 
under such circumstances that the tax- 
payer has ordinary income on his share 
of the earnings and profits received. 
The issue here is whether $7,700 the 
corporation received for its consent to 
reduce the interest rate on some bonds 
it owned was income increasing its 
earnings and profits. The court holds 
the receipt was income; it was received 
in lieu of interest. Reggio, Ct. Cls., 6/ 


Pa 
I/I4s. 


Patronage dividend certificates not in- 
come to cash basis taxpayer. A rancher 
on the cash basis received patronage 
dividend certificates with a face value of 
$763 from a cooperative grain elevator. 
Not having heard of anyone ever col- 
lecting money on the certificates he 
threw them away after he received 
them. The certificates are held not in- 


cludible in the rancher’s income since 
they had no fair market value when 
received. Carter, TCM 1957-65. 


Salary from insolvent company is in- 
come despite offsetting claims. Tax- 
payer reported as income his 1944 salary 
from a corporation of which he was 
the sole stockholder. The district court 
held this is correct; the money was re- 
ceived under a claim of right. It is 
irrelevant that subsequently it was found 
that the corporation was insolvent in 
1943 as a result of the excessive salary 
paid to the taxpayer. Smith, CA-6, 4/ 
24/57. 


Reserve’s lump sum readjustment pay- 
ments taxable. Lump sum readjustment 
payments received by members of a re- 
serve component pursuant to Section 
265 of the Armed Forces Reserve Act of 
1952 are includible in income and sub- 
ject to withholding tax. Rev. Rul. 57- 
164. 


Gift certificates for groceries taxable. 
The Service rules that an employer must 
withhold on and report as income gift 
certificates to each of its 500 employees. 
The certificates were good for $25 of 
groceries at a local market. Spec. Rul. 


3/6/57. 


WHOSE INCOME IS IT? 


Bargain purchase by corporation not 
income to its stockholders (Eaton-Daley). 
This case sets forth in detail the finan- 
cial history of the famous Canadian 
mine “Steep Rock” whose general de- 
velopment required the diversion of a 
river! Cyrus Eaton and William Daley, 
both employees of Otis & Co., the U. S. 
investment banking firm, were the spark 
plugs in the whole development. Their 
financial interest was their ownership 
of a corporation, created to act as sales 
agent for Steep Rock, and as part of the 
arrangement it bought a_ substantial 
block of Steep Rock stock at one cent 
a share. The Commissioner asserted 
that this was a bargain purchase, that 
the stock was really worth $1.67 a share 
and the difference, about $2,400,000, 
was either income of the individuals 
Eaton and Daley, or the income of the 
corporation which was subject to U. S. 
tax because it did business in the U. S. 
The taxes assessed for this and income 
in other years amounted to over $2,- 
500,000 on the corporation (plus some 
$500,000 penalties). On the individuals 
the tax amounted to about $500,000. 
The court finds that in all their dealing 
and negotiations the individuals acted 
solely as agents and representatives of 
the corporation and not personally or in 
their capacity as individuals. Eaton and 
Daley were both, the court noted, high- 
ly experienced businessmen. Undoubted- 
ly they gave consideration to taxes and 
should not be penalized for electing the 
legal procedure that carries the least 
tax liability. They were therefore not 
liable for any income arising from the 
bargain purchase. Consolidated Premi- 
um Iron Ores, Ltd., 28 TC No. 19. 


Winery income taxable to individual 


managers, not to their corporation; 
they didn’t assign their interests to it. 
‘Taxpayer's father owned a winery which 
he was willing to sell to taxpayer and 
one Kershaw when they secured the 
necessary Federal and state permits. 
Pending receipt of such permits, they 
agreed in an executory contract of sale 
to operate the winery for the father be- 
ginning 1/1/46 in return for the earn- 
ings during the period of their manage- 
ment. The basic permits were not issued 
until August 1946, and although tax- 
payer and Kershaw organized a new 
corporation in March 1946 to take over 
the winery, there was no assignment to 
the corporation of their interest in the 
sales agreement. The Tax Court held 
that the earnings from the sales of wine 
during the months March through June 
1946 were not taxable to the corpora- 
tion, since the corporation never had 
title to the wine inventory; the earnings 
were taxable in equal amounts to the 
taxpayer and Kershaw as compensation 
for their management services. The 
court of appeals affirms, Azevedo, CA 9, 
5/29/57. 


Corporation taxed on unrealized com- 
missions it distributed in liquidation. 
Taxpayer, a corporation on the accrual 
basis, consistently reported income from 
brokerage commissions only after the 
merchandise had been shipped. On 
9/15/50 it dissolved and distributed all 
its assets to its sole stockholder as a 
liquidating dividend. Included in the 
assets was a right to commissions of 
$57,000 on orders received by the corpo- 
ration but not yet supplied. Subse- 
quently all the orders were filled and 
the stockholder received the $57,000. 
The Tax Court held the commissions 
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taxable to the corporation on the 
grounds that the distribution in liquida- 
tion was really an anticipatory assign- 
ment of income. In affirming, the Second 
Circuit holds the income was earned by 
the corporation by September 15 since 
all the services which were the considera- 
tion for the commissions had been per- 
formed by that date. The court also 
holds that the corporation did not cease 
to exist for taxing purposes while in the 
process of liquidation. J. Ungar, Inc., 
CA-2, 5/13/57. 


Seller of stock not taxable on dividend 
applied against purchase price. Tax- 
payer agreed to sell his stock in a con- 
trolled corporation. The buyers made a 
down payment and reassigned the stock 
to the seller as collateral security for the 
payment of the balance. A dividend de- 
clared on July 20th and payable to 
stockholders of record on July 28 was 
held by the Tax Court to be taxable as 
ordinary income to the seller, even 
though the agreement of sale provided 
that the dividend would be applied 
against the purchase price. The seller 
owned the stock on the declaration and 
record dates. The circuit court reverses. 
It was the buyers who received the tax- 
able dividend. Having obligated them- 
selves to pay the purchase price, they 
used the dividend to reduce the unpaid 
balance owed for the stock. In a mar- 
ginal note alongside the stockholders’ 
resolution declaring the dividend, the 
buyers acquiesced in the declaration, 
showing, the court held, that they had 
an equity in the stock at that time. 
Miller, CA-7, 7/9/57. 


Trusts were sham; income taxed to 
grantor. Taxpayer alleged that he had 
formed three trusts for the benefit of 
his wife and two sons, and had given 
each trust a $10,000 interest in a part- 
nership in which he was associated. On 
the facts the Tax Court found that the 
arrangement was a sham and that the 
allegedly receivable by the 
trusts were income from the partner- 


amounts 


ship due and payable to the taxpayer. 
The circuit court affirms. Taxpayer re- 
tained complete control over the trust 
corpus in himself and_ his 
brother-in-law trustees and in requiring 


naming 


the trust corpus to remain in a partner- 
ship he controlled. Paster, CA-8, 6/21/ 


57. 


Gift of right to royalties doesn’t shift 
income tax; another held the patents. 





Taxpayer transferred his invention and 
patents on it to a corporation he and 
his family owned but he retained the 
right to royalties. Thereafter he gave 
75% of the royalties to his wife and 
children. The court holds he is taxable 
on these royalties. In this case the 
patents themselves, not taxpayer’s royal- 
ty contract, were the trees of which the 
royalty was the fruit. All the taxpayer 
had was the right to income and it is 
well settled (Horst, 311 U. S. 112; En- 
bank, 311 U. S. 122) that a gift of in- 
come without the property from which 
it grew will not serve to divert tax on 
it from the donor. Heim, DC Conn., 
5/15/57. 


Sale of cattle in taxpayer's name at- 
tributed to his brother. Although all 
payments for certain cattle were made 
by taxpayer and the cattle were acquired 
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in his name, the court finds that he and 
his brother purchased the cattle joint- 
ly. Later it was agreed that the brother 
would be the owner and that he would 
reimburse taxpayer for the money ex- 
pended in their purchase. Proceeds from 
the sale of several head of cattle, al- 
though recorded in taxpayer's name, are 
held to be from a sale by the brother 
and therefore not includible in tax- 
payer's gross income. Carter, TCM 1957- 
65. 


Earnings taxed to earner, not his as- 
signee. In 1932, taxpayer assigned his 
insurance commission contract to his 
wife. The district court said this case 
is identical with Enbank in which the 
Supreme Court held that an insurance 
agent could not avoid tax on income al- 
ready earned by assigning it to another. 
This court affirms. Hall, CA-7, 3/25/57. 


WHEN IS IT INCOME? 


Depositors took equity for deposit; bank 
has income on release. In a reorganiza- 
tion of a bank in 1932, a majority of 
the depositors waived one-third of their 
deposits amounting to two and one-half 
million in return for participation cer- 
tificates which entitled them to partici- 
pate in the liquidation of certain desig- 
nated assets. In 1942, the bank pur- 
chased the interest of the certificate 
holders in the assets for $530,000, and 
in 1945, the year here in issue, paid 
$195,000 under a final decree in an 
action brought by the depositors against 
the bank charging mismanagement and 
inproper accounting. The Commissioner 
asserted the bank had income in 1945 
in the full amount of deposits waived 
less payments thereon. The court holds 
that if the bank derived income, then 
the year 1942, when the bank obtained 
a release of the depositors’ interests in 
the assets, was the last year it could 
have been taxable. The court also holds 
that when the bank purchased the cer- 
tificate holders’ equity in 1942 it did not 
“repurchase” the unliquidated assets 
since legal title always remained in the 
bank. It was therefore entitled to any 
gain or loss based on original cost on 
subsequent sale of the assets. Federation 
Bank & Trust Co., 27 TC No. 117. 


Airlines retroactive mail pay increase 
accrued when work was done. 1940 was 
a base year for taxpayers EPT tax; it 
included as income that year additional 
pay for 1940 flying, at increased rates 


authorized by law in 1938 but not paid 
to it until 1942. Noting that to include 
this pay increase in any other year 
would distort taxpayer’s income and 
excess profits tax, the court finds it 
accrued in 1940. The fundamental rule 
is that computations must be made in 
such manner as clearly reflects income. 
The Treasury argued that until the 
CAB acted in 1942 taxpayers could not 
know the amounts due it. The court 
holds that that amount could be esti- 
mated in 1940 under the standards of 
the 1938 law and “since the right to re- 
ceive additional pay accrued in 1940” 
the amount is includible in that year. 
Delta Air Lines, DC Ga., 4/23/57. 


Insurance recovery for unreported em- 
bezzled income taxable. Taxpayer bank 
in 1952 recovered some $52,000 insur- 
ance because of embezzlement by an 
employee of interest paid on its loans 
from 1939 to 1949. In amended returns 
it reported the portion applicable to 
open years. The court holds the entire 
amount a recovery item and income in 
1952. The tax benefit rule requires the 
inclusion in income of recoveries of in- 
come never reported as well as expenses 
deducted. Keystone Nat’l Bank, DC Pa., 
3/27/57. 


Accrual basis landlord must report pre- 
paid rent when received. Taxpayer, on 
the accrual basis, leased his property for 
ten years at an annual rental of $30,000, 
the tenant to pay the last year’s rental 
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in advance. The lease contained no re- 
striction on the use of the prepayment 
other than calling for its return if the 
property should be destroyed before the 
tenth year. The court holds that since 
taxpayer had unfettered control of the 
money, and lease itself re- 
payment as advance 


since the 
ferred to the 
“rent,” it is not a security deposit. It is 
therefore gross income in the year re- 
ceived. Though this treatment is not, 
the court says, in accord with com- 
mercial accounting practice, the Com- 
missioner does not exceed his discretion 
in requiring it. New Capital Hotel, Inc., 


28 TC No. 77. 


Co-op patronage credit accrues though 
payment indefinite. Taxpayer, a poultry 
raiser on the accrual basis, was informed 
during the taxable year that the market- 
ing cooperative it belonged to had al- 
located to it a patronage refund credit. 
The cooperative reserved the right to 
retain all credits allocated to its mem- 
bers for its use for as long as it wished. 
If the cooperative sustained a loss it 
reduce the credits on a 


could propor- 
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tionate basis. The cooperative was in 
sound financial condition and realized 
substantial net savings accruable in the 
taxable year since the member had an 
unconditional right to the credit even 
though actual payment may have been 
deferred to a later year. Long Poultry 
Farms, Inc. 27 TC No. 120. 


Policyholder’s right to premium refund 
accrues at policy-year end. Taxpayer, a 
Florida fruit grower, dissolved as of 
November 10 and did not include in 
its final return an amount due it as re- 
bate of premiums it paid for frost in- 
surance for the frost year ended on 
September 1. It claimed the rights did 
not accrue prior to its dissolution. The 
Tax Court held they did 
affirms. As of the 


and this 
end of the 
frost year all the events had occurred 
to fix taxpayer’s right to the return of 


premiums in excess of the expenses of 


court 


the year. The policies were written on 
an annual basis and there was no pos- 
sibility of further charges against the 
policyholder’s reserve. Edwards, CA-5, 
3/14/57. 


DEDUCTIBILITY—CAPITAL VS. EXPENSE 


Bank 
basement after flood; no deduction for 


discontinued record storage in 
loss of building. The bank claimed $76,- 


000 casualty loss which the Commis- 
sioner disallowed because only negligible 
physical damage had been actually done 
to the bank building, though the bank 
no longer used its basement for storage 
of its records after a serious flood had 
inundated the basement, destroying all 
its records. The claimed deduction was 
computed as the difference between the 
fair market value before and after the 
The held that 
casualty loss may arise not only from 


physical from 


abandonment because of the casualty, 


flood. court while a 


destruction but also 
the bank here failed to show permanent 
abandonment of even the basement. 
The loss will be recognized only on sale 
of the building or a showing of com- 
plete abandonment. The present claim 
is based essentially on a fluctuation in 
value. Citizens Bank of Weston, 28 TC 
No. 79. 


No deductible loss on cancellation of 
income-producing contracts. ‘Taxpayer's 
stockholder had been engaged for many 
years as manager of various organiza- 
tions of insurance underwriters. In 1922, 


he formed taxpayer, which was: sub- 


stituted as manager in the contracts with 
the underwriter groups. In considera- 
tion, taxpayer issued its stock and $500,- 
000 of debentures, $466,000 of which it 
paid off between 1929 and 1952. The 
stockholder died in 1947 and in 1952 
taxpayer’s contracts with the under- 
writers were cancelled. It claimed a 
$600,000 loss in 1952. The Tax Court 
holds that on no theory can that loss be 
allowed. By their terms, the contracts 
could not outlive the stockholder; more- 
over, taxpayer had no basis for them. 
All that happened was that the stock- 
holder incorporated a profitable service 
business. Shortly after his death it 
ceased, as was to be expected. There 
is no deductible loss. Ernest W. Brown, 
Inc., 28 TC No. 73. 


Payments to utilities for construction 
are a cost of development despite pos- 
sibility of recoupment. Taxpayer-corpo- 
ration paid to a water company the cost 
of constructing mains to supply a new 
development. The corporation would re- 
ceive a portion of billings in the de- 
velopment by the utility for ten years. 
The court holds that despite this. pos- 
sibility of recoupment, the construction 
payments are part of the cost of the de- 
velopment. They were unconditional 


payments and treating them as such 
would properly reflect income. Gersten, 
28 TC No. 84. 


Bookmaker can deduct wages paid. The 
Tax Court held that taxpayer, a book- 
maker, could not deduct wages paid to 
employees. The wages were held to be 
illegitimate expenses of an illegitimate 
business, spent to procure the com- 
mission of an act outlawed by state 
statute, and in the same nondeductible 
category as illegal bribes. This court re- 
verses. As it said in Doyle (231 F2d 635), 
these are ordinary and necessary ex- 
penses and must be allowed. Mesi, CA-7, 


4/5/57. 


Contributions to National Gas and Oil 
Resources Committee not deductible. 
In a letter to Senator McClellan the 
Commissioner states that contributions 
to the Natural Gas and Oil Resources 
Committee are not deductible. [At hear- 
ings on lobbying it was argued that con- 
tributions to NGORC should not be 
allowed because it spends money pre- 
senting its position to the public; the 
contributors pointed’ out that nothing 
was spent on advancing specific legisla- 
tion.—Ed.] Spec. Rul. 2/27/57. 


Co-tenant may deduct only his share of 
repair job. An owner of an undivided 
half interest in income-producing real 
property claimed as a deduction the en- 
tire amount paid by him for necessary 
repairs. The court allows only half of 
the amount paid; as a tenant in com- 
mon he was entitled to reimbursement 
from the other co-tenant for the latter’s 
share of the repair bill. Boyd Estate, 28 
TC No. 61. 


Blind person not taxable on welfare 
benefits. Benefit payments received by a 
blind person under the Pennsylvania 
Public Assistant Law are in the nature 
of general welfare payments to persons 
requiring relief and are not includible 
in the recipients income. Rev. Rul. 57- 
102. 


WHEN DEDUCTIBLE 


Interest on estate tax liability does 
accrue from death to payment. Taxpayer 
estate sought to deduct interest on an 
estate tax deficiency ratably over the 
period from the date of death (1947) to 
date of assessment (1951). It had paid 
over to the Collector in 1950 an amount 
which covered. the: tax and 


interest 
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finally determined. The estate was on 
the accrual basis for income tax pur- 
poses and the court conceded that the 
tax liability accrued at the date of 
death. The court holds that following 
Dixie Pine Products (320 U.S. 516) there 
can be no accrual while it is contest- 
ing the liability. It adopts the rule of 
Chestnut Securities (62 F. Supp. 574) 
(Ct. Cls.) that despite a contest an ac- 
crual basis taxpayer can’t defer deduction 
beyond payment. It finds the 1950 pay- 
ment to the Collector was not a mere 
deposit and concludes the interest is de- 
ductible in 1950. Hubbard Estate, (Rose, 
Ex’r), DC Pa., 5/20/57. 


Corporation cannot accrue interest; it 
was assumed and paid by former stock- 
holders. All the stockholders of tax- 
payer-corporation sold their stock and 
agreed to hold the buyer and the tax- 
payer harmless from any liability not 
shown on the corporate books at the 
time of sale. Later, the selling stock- 
holders were required to pay, among 
other items, interest on tax liabilities 
assessed against the corporation and not 
shown on its books. The Tax Court held 
such payments could not be deducted 
by taxpayer as interest expense because 
it was a reduction of the selling price 
of the stock. This court reverses. The 
indemnity agreement was made for the 
benefit of the corporation as well as the 
stockholders; the became the 
property of the corporation when it was 
deposited with the collector, Leward 
Cotton Mills, Inc., CA-4, 5/27/57. 


money 


Profit-sharing bonus accrues in year 
profit was earned. [Acquiescence]. The 
Commissioner denied deduction of 1947 
bonus in that year on the ground that 
liability did not accrue until 1948 when 
paid, because the board of directors 
could end the plan at any time. The 
Trax Court found the board could not 
rescind the plan as to this particular 
year after the year closed. It was a liabil- 
ity of the year the profit was earned. 
ivco Manufacturing Corp., 25 TC 975, 
acq. IRB 1957-23. 

Unamortized tooling cost deductible 
on making decision to change line. [Ac- 
quiescence]. In 1947 taxpayer decided to 
cut its 1948 manufacture of old-model 
ranges and freezers and launch a new 
line. Some of the work was being done 
for it by an affiliate which had incurred 
substantial tool cost on the old line. The 
affiliate was amortizing the tool costs at 


an agreed rate on production, and tax- 
payer had agreed to reimburse it for 
unamortized cost if it stopped purchas- 
ing. In 1947 the affiliate computed the 
amortization it would incur on the 
1948 planned production and billed tax- 
payer for the expected unamortized bal- 
ance after 1948 production. The Tax 
Court agreed the deduction is allowable 
in 1947. All the facts had occurred to 
fix the loss. Avco Mfg Co., 25 TC 975. 


Unamortized capital expenses deduct- 
ible from capital gain on liquidation. A 
common law trust, organized to acquire 
certain property, incurred expenses in 
selling preferred certificates (later re- 
placed by bonds). The trust, at all times 
taxed as a corporation, amortized the 
expense over the 40-year life of the 
building and this amortization rate was 
continued after the trustees converted 
the trust into a corporation, until the 
deduction was disallowed. The corpora- 
tion sold the property, its only asset, and 
liquidated. It deducted the unamortized 
expense in computing capital gain on 
the sale, its only income. The court up- 
holds this treatment. The unamortized 
balance is deductible in the final year 
and even though the alternative tax is 
used the expense was so Closely related 
to the property sold it can be treated 
as part of the of the 


cost property. 
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Memorial Corporation, CA-6, 5/29/57. 


Election to deduct contributions paid 
within two and one-half months effec- 
tive as to any portion of authorized 
amount. Under Section 23(q) if the 
board of directors authorized a contribu- 
tion during a taxable year and the con- 
tribution is paid after the close of the 
year but within two and one-half months 
following the close, the corporation may 
elect to deduct the contribution in the 
year authorized. The IRS points out 
now that the corporation may elect to 
treat all or any portion of the amount 
so authorized and paid as a deduction in 
the year of authorization. If only a part 
is elected, the balance is deductible in 
the year of payment. Rev. Rul. 57-228. 


Taxes became lien prior to title change; 
purchaser can’t deduct them (old law). 
The court determines that California 
real estate taxes become a lien on the 
property in March. At that time the 
property was held in escrow and tax- 
payer obtained title at the closing in 
April. Consequently the tax he paid in 
the following December is not deduct- 
ible by him; it is additional cost of the 
property. [Under the 1954 Code, the 
purchaser may deduct the portion of the 
tax he pays for the time he is the 
owner.—Ed.| Babcock, 28 TC No. 87. 


OTHER ACCOUNTING DECISIONS 


Price paid for stock plus leasehold in- 
terest attributed primarily to stock. ‘Two 
partners transferred all of the partner- 
ship assets, except for a leasehold it 
owned, to a corporation in return for all 
of the corporate stock. Later, one stock- 
holder sold his stock interest plus his 
one-half interest in the leasehold to the 
corporation ostensibly for $10,000 and 
$40,000 respectively. The corporation 
sought to amortize the $40,000 payment 
over the 16-month remaining life of the 
lease. The court finds that the amount 
of $40,000 attributable to the leasehold 
interest was unrealistic that the total 
consideration of $110,000 must be con- 
sidered as having been paid primarily 
for the stock interest, which was worth 
considerably more than book value, and 
only a very small portion, $3,000, for 
the leasehold interest. Zenith Sports- 
wear Co., Inc., 28 TC No. 50. 


Commissioner’s valuation of stock in 
1913 and 1917 upheld. Taxpayer re- 
ceived gifts of stock from her husband 


who had acquired it in 1913 and 1917. 
Values at these dates are her basis for 
computing gain on sale. The court up- 
holds the Commissioner’s value; tax- 
payer didn't show it was wrong and 
there were some sales in those years not 
far from his value. Yager Estate, (Basset 
Ex’r), DC Fla., 5/1/57. 


Expense of derivative action is addi- 
tional cost of stock {[Non-acquiescence}. 
Attorneys who had in 1941 represented 
taxpayer in a derivative action against 
the directors of a corporation obtained 
in 1948 a judgment against taxpayer for 
their fees. The Tax Court-held that 
these attorney fees are proper additions 
to taxpayer's basis for the stock. Though 
the expense of a derivative action is 
ordinarily chargeable to the corporation, 
when a stockholder bears it, it is in 
effect an additional contribution by him 
to corporation capital, Steckel Estate, 
26 TC 600, non-acq. IRB 1957 25. 


Cost of land does not include $25,000 to 





tt 


“ 
ro 


ie” 


hee 
Pd 
- 


be 
toe 


— 
hor 
hw 
iar 
i 
ed 
nie 
hw 
a? 


162 °« 


The Journal. of Taxation «+ 


be repaid seller out of profit on sub- 
division. Taxpayer purchased some land 
for $61,000 and spent some $5,000 on 
subdivision. In addition, he claimed as 
a cost $25,000 he promised to pay the 
seller out of one half of his profit of 
sales of individual lots after he re- 
couped his costs. By the end of 1949, 
the year here in issue, he had recouped 
his costs. However, the Tax Court re- 
fused to allow any part of the $25,000 
as cost of sales. He had paid no part of 
it, and for all the court knew, might 
never have to pay it if the land seller 
should breach his own contract. Two 
judges concur in the result—they think 
the majority reasoning is false without 
a finding that the note itself was invalid. 
They would disallow the cost on the 
ground that the amount is contingent 
and unascertainable. Two others concur 
in the result but offer no opinion. Two 
dissent, on the ground that the note is 
valid and by 1949 taxpayer had re- 
covered his costs and earned a profit 
more than twice the note. Redford, 28 
TC No. 85. 


Property was joint, not community; 
surviving joint tenant (1939 code) has 
cost basis. Taxpayer and her husband 
property purchased out of 
community funds to themselves as joint 
tenants. For both the state and federal 
estate taxes the property was treated 
as community property in the husband's 
estate. Under California law the con- 


conveyed 


veyance to themselves as joint tenants 
created a rebuttable presumption that a 
joint tenancy was intended. The court 
holds that there was insufficient evi- 
dence to negate this presumption. Under 
the 1939 Code the basis of joint tenancy 
property to the survivor is its cost. 
[Under the 19548 Code Sec. 1014 pro- 
vides that the part of the property re- 
quirec! to be included in the gross estate 
of the ‘teceased tenant has a basis to the 
Survivor equal to the value at death. 
Ed.| Berdenave, DC Cal., 4/2/57. 


Estate-tax value accepted as heir’s basis 
for gain. Taxpayer sold his minority in- 
terest in a Closely-held corporation in 
1947 for $900 a share. He had acquired 
the stock from his grandfather’s estate in 
1937. The Tax Court accepted the Com- 
mission‘s use of the estate-tax valuation 
of $177.70 as taxpayer's basis. This court 
affirms. It notes that estate tax valuation 
is prima facie evidence of the fair mar- 
ket value basis; taxpayer’s evidence is 
speculation. McEwan, CA-2, 3/7/57. 
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Donees of agricultural and manufac- 
tured goods may get relief as to basis. 
Rev. Rul. 55-531 reversed previous policy 
(IT 3932) and held that a donor realizes 
no income by making a gift of agricul- 
tural and manufactured products held 
for sale in the ordinary course of busi- 
ness, but that the donee’s basis for gift 
would be the same as the donor’s. Al- 
though there was no limit on the retro- 
active effect of the 1955 Ruling, the 
Service announces that if the donee 
of a gift prior to issuance of the Rul- 
ing in selling the property relied on the 
old IT 3932 to get a stepped-up basis, 
he may present the facts to the District 
Director and request relief. Notice IRB 
1957-13, 18. 


Proceeds fully reinvested though part of 
condemnation award went to mortgagee. 
Taxpayer owned property subject to a 
mortgage on which he was not per- 
sonally liable. It was condemned by the 
state for $207,000, of which $57,000 was 
paid direct to the mortgagee and $150,- 
000 to taxpayer, all of which he used 
to purchase replacement property. In 
accordance with the Regulations, the 
Commissioner asserted tax on the gain 
on the ground that the proceeds of con- 
demnation was the full $207,000, and 
since the portion used to pay off the 
mortgage was not reinvested in similar 
property, gain is recognized. The Tax 
Court reviewed its decision in Fortee 
Properties (19 TC 99), in which it held 
that Regulation invalid. The Second 
Circuit reversed this (211 F.2d 915), on 
the ground that the language of the 
Code supports the Regulation. However, 
the Tax Court adheres to its original 
position—the money used to pay off a 
mortgage on which the taxpayer is not 
liable should not be considered as re- 
ceived by the taxpayer for the purpose 
of this section of the law. Babcock, 28 
TC No. 87. 


Exchange between three individuals of 
their investment lots nontaxable. Three 
individuals acquired a tract of un- 
developed land which they divided into 
three separate unequal lots on which 
each intended to build his home. Later 
they abandoned their plans but con- 
tinued to hold the land for investment. 
However they changed the division, 


each exchanging the lot he had held 
for another. This exchange of lots be- 
tween the three individuals is held to 
be a nontaxable exchange of like in- 
vestment property. Rev. Rul. 57-244. 


City’s exercise of purchase option in 
lease an involuntary conversion; rental 
paid not part of conversion proceeds. 
A city wanted taxpayer’s property for 
conversion into a municipal parking 
lot. It leased the property for three years 
under an agreement granting it a pur- 
chase option. The Service holds that the 
exercise of the purchase option under 
threat of condemnation constitutes an 
involuntary conversion so that any gain 
resulting from the sale would be non- 
taxable if the proceeds are properly re- 
invested. However, the rental paid 
under the lease is held taxable as ordin- 
ary income; it was not part of the pro- 
ceeds from the involuntary conversion. 
Rev. Rul. 57-261. 


Must complete unfinished residence 
within 12 months of purchase for no 
grain privilege. The recognition of gain 
on the sale of a residence may be post- 
poned if the proceeds of the sale are 
used to acquire a new residence within 
one year, or to construct a residence 
within 18 months. A taxpayer who pur- 
chases a partially constructed new resi- 
dence within a year of the sale of his old 
must, the Service holds, complete that 
new residence within the year to obtain 
nonrecognition of gain privileges. He 
cannot rely on the 18-month rule be- 
cause he has not engaged in construc- 
tion “commenced by the taxpayer.” Rev. 
Rul. 57-234. 


Tenancy-in-common interest a qualified 
replacement for property involuntarily 
converted. A 
verted was replaced by an interest as 


farm involuntarily con- 
tenant-in-common in a larger farm in 
another state. The IRS rules that the 
replacement qualifies as a purchase of 
property similar or related in service 
or use to the property converted and 
the gain on conversion will not be 
recognized. However, the purchase of an 
interest in a partnership owning such 
a farm will not qualify as property 
similar to that converted. Rev. Rul. 57- 
154. ; 


Golf course cut by highway; sale and 
replacement not involuntary. A_ golf 
course which had lost its value when it 
was bisected by a state highway was 
sold, and the proceeds were used to con- 
struct a new, quite similar, course. The 
sale is held not to qualify for treatment 
as an involuntary conversion since the 
property was not under threat of con- 
demnation. Rev. ‘Rul. 57-1117. 
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INCOME TAXATION OF 


Trust & estates 





Who is liable for tax on capital 


gains realized by a trust? 


by THEODORE BERGER 


When a trust realizes a capital gain on the sale or exchange of an asset constituting 


part of its corpus, a question arises as to where the tax liability lies. The problem 


stems from the dual nature of capital gains: they are income under the Code, but 


are usually considered additions to corpus, and thus not income, under local law 


and trust accounting concepts. Mr. Berger, a Chicago attorney, analyzes some of the 


more common situations in which such gains can be taxed to beneficiaries, includ- 


ing trusts taxable to the grantor, and annuity trusts. 


ie RADICALLY NEW approach to trust 
taxation enacted in the 1954 Code 
caused some concern as to the status of 
a trust’s capital gains in many common 
situations. Although the problem has 
been with us since the beginning of the 
income tax law, it has not received much 
attention until recently. Taxpayers had 
accustomed to handling the 
matter at their own discretion. However, 


pecome 


the common-sense Regulations recently 
adopted by the Treasury have dispelled 
fears of tax advisers and 


most of the 


trust administrators. 


Gains distributed to beneficiary 


[he fundamental approach of the 
1954 Code is to tax the beneficiaries on 
the full amount of the distributions they 
receive or on the trust income, which- 
ever is less. In carrying out this ap- 
proach, the concept of “distributable 
net income” is introduced as the upper 
limit of taxation to the beneficiaries. 
Section 643(a), dis- 
tributable net income does not include 


\s defined in 


capital gains of the trust which are al- 
located to corpus (under the instrument 
governing the trust or under the local 
law of trusts if the instrument is silent) 
and which are not “paid, credited, or re- 
quired to be distributed” to a bene- 
ficiary during the taxable year. The 
question which bothered many tax men 


was how to determine if a capital gain 
had been paid! to a beneficiary. If it 
had been paid, generally it would be 
taxable to the beneficiary; if not, it 
would be taxable to the trust. 

Assume that a trustee is to pay all the 
trust income, as computed for trust ac- 
counting purposes, to the beneficiary 
each year. In addition, he has discre- 
tionary power to make distributions to 
that beneficiary from corpus at any time. 
In a year in which the trust has ordin- 
ary income of $5,000 and has realized a 
$3,000 capital gain, $9,000 is distributed 
to the beneficiary. Does it follow that 
the $3,000 capital gain has been paid to 
the beneficiary, resulting in taxation of 
the gain to him? 

Some practitioners thought it would 
be necessary to trace the distribution to 
see if capital gain had been included. 
But the Congressional Committee re- 
ports explaining the 1954 Code show 
that one of the main reasons for chang- 
ing the rules for taxation of trusts and 
beneficiaries was to get away from the 
tracing requirements that had so compli- 
cated prior law. Others suggested that 
some arbitrary allocation was necessary 
to determine the amount of capital 
gains paid to a beneficiary. Thus, in the 
example just given, a $4,000 payment 
was made from corpus. If the average 
corpus during the year was $100,000, 
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these commentators suggested that the 
amount of the $3,000 capital gain in- 
cluded in this distribution would be 
$4,000 /$100,000 x $3,000, or $120. It can 
readily be seen that burdensome admin- 
istrative problems would arise from this 
approach. 

Fortunately, the Treasury Regulations 
have taken a very practical position, and 
one which this author believes is the 
best interpretation of the statute. 
Ordinarily, according to the Regula- 
tions, the fact that a distribution has 
been made from corpus does not mean 
that any part of the capital gains added 
to corpus during the year was dis- 
tributed. In our example, no portion of 
the capital gain would ordinarily be 
considered included in the distribution. 
The same result would be reached if the 
trust instrument required the trustee to 
pay an annuity of $9,000 each year to 
the beneficiary out of either income or 
corpus. The payments in such cases bear 
no relation to the realized capital gains 
and thus are not considered to be pay- 
ments of the gain. 

Regulations Section 1.643(a)-3 gives 
some examples of the exceptional cir- 
cumstances which would result in taxa- 
tion of the capital gains to the bene- 
ficiary receiving a corpus distribution. 
These examples are: 

1. The follows a regular 
practice of distributing the exact net 
proceeds of the sales of trust property. 

2. The is directed in the 
trust instrument to hold a specific prop- 
erty for ten years, then sell it and dis- 


trustee 


trustee 


tribute the proceeds to a beneficiary. 
3. The entire corpus is distributed 
in the year of termination of the trust. 
4. The is directed to dis- 
tribute half the corpus to a beneficiary 
upon the happening of a certain event; 
the trustee sells half the assets and dis- 
tributes the proceeds, and the entire 
gain on the sale is considered included 
in the distribution. 
In any event, it is necessary to dis- 
tinguish between a distribution of 


trustee 


corpus, such as has been discussed, and 
a distribution of accumulated income of 
The latter situation is 
covered by Sections 665 to 668. During 
the prior years of accumulation, all trust 
including capital gains, was 
the This treatment of 
capital gains is not disturbed by later 
distribution, effect of 


prior years. 


income, 


taxed to trust. 


accumulation 


1 “Credited” has been limited to situations in- 
volving practically constructive receipt by the 
beneficiary, and thus adds little to “paid” in this 
context. 








om 
por 


gf 
tae 


)o* 


hw 
hae 
\ or 
a 
hw 
| a? 


164 » 


The Journal-of Taxation 


[This article is an abridgement of an- 
other by Mr. Berger entitled “Taxation 
of Capital Gains Realized by Trusts” 
which appeared at 12 Tax Law Review 
99 (November, 1956)}. 


which is to throw back only ordinary 
income of the last five years to the 
beneficiary. 
Sections 671 to 678, inclusive, are a 
codification of the Clifford Regulations, 
dealing with the taxation of trust in- 
come to a grantor or other person who 
has retained substantial control over the 
trust. The control may be in the form 
of a reversionary interest in the corpus 
after a short time or it may be certain 
powers retained by the grantor. 
Section 671 provides that if a grantor 
or other person is to be treated as the 
owner of all or part of a trust under 
Sections 671 to 678, the applicable in- 
come, deductions and credits of the trust 
are to be included in computing his tax- 
able income. The Treasury position is 
that these income items are considered 
as having been received directly by the 
grantor or other person and not as a 
distribution of the trust. To the extent 
the grantor trust rules apply, the trust 
is held not to be a tax entity. This point 
is important because if the items were 
distributions to the 


considered trust 


grantor, the tax statuts of other distribu- 


tions might be affected. Further, sup- 
pose the grantor is a dealer in real 


estate. A sale of real estate by the trust 
would not result in capital gains if the 
grantor trust rules require that income 
from the gain be attributed to him. 


Some common situations 


Many points clarified by court de- 
cisions under the 1939 Code are still ap- 
plicable. Thus, if a trust is fully re- 
vocable, all of the income including 
capital gains is taxable to the grantor. 
If the grantor has the power to allocate 
receipts between income and corpus, 
and has the right to receive the ordin- 
ary trust income, capital gains are taxed 
to him because of his right to allocate 
the gains to income even though the 
right is not exercised in his favor. 
Similarly, if the grantor has a rever- 
sionary interest, capital gains are taxed 
to him under Section 677 because the 
gains added to corpus are accumulated 
for him. He must pay tax on the gains 
currently even though the corpus may 
not be payable to him for some time. 

Another troublesome question, at the 


time the 1954 Code was enacted, was 
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how to determine what “portion of a 
trust” the grantor was to be considered 
as owning in various situations. Some 
tax men felt that the ownership must be 
in some fractional part of the whole 
trust before a segregation could be made 
between income taxable to the bene- 
ficiaries and to the grantor. The Regu- 
lations,? however, take the view that the 
portion of the trust considered as owned 
by the grantor may be confined either 
to income or corpus, or may be an in- 
terest in an undivided fraction, a dollar 
amount, et cetera. Thus, in the usual 
short-term trust, the grantor has a re- 
versionary interest which includes the 
entire corpus. Corpus income, i.e., capi- 
tal gains, are thus taxed in full to him. 

Consider the converse situation in 
which the grantor has retained a life 
interest in the ordinary trust income 
but has irrevocably disposed of the re- 
mainder. Since the grantor’s interest is 
confined to income, the capital gains 
trust. If the 
grantor has a contingent interest in the 
remainder, it is arguable that capital 
gains “may be accumulated” for him, 


should be taxed to the 


and thus are taxable to him under Sec- 
tion 677. However, there is authority for 
disregarding this interest until the con- 
tingency occurs.4 

A recent case® illustrates how a par- 
ticular power may affect the corpus only, 
limiting taxation of the grantor to items 
of income attributable to that portion 
of the trust. The grantor was acting as 
co-trustee with her attorney. The trust 
instrument gave the trustees power to 
alter the remainder interests in favor of 
In fact, the 
grantor had only one daughter with 


the grantor’s children. 
whom she was not on very close terms. 
The Commissioner contended that this 
power to alter the remainder interests 
gave the grantor-trustee control over the 
corpus so that the capital gains of the 
trust should be taxed to her. In a deci- 
under the 1939 Code, the Tax 
Court held for the taxpayer. The likeli- 


sion 


hood of her exercising the power was 
not substantial and the Clifford rules 
should not be applied because the trust 
was not created to reduce taxes within 
the family group. Under the 1954 Code, 
however, the capital gains would be 
taxed to the grantor. She would be con- 
sidered to have a power of beneficial 
enjoyment over the corpus, and would 
be treated under Section 674 as the 
owner of that portion of the trust. 
Another 


should be 
noticed relates to testamentary powers. 


point which 


Ordinarily, the retention by the grantor 
of a power to appoint the corpus by will 
does not result in the trust income being 
taxed to the grantor. Section 674(b)(3) 
specifically excepts such powers; but the 
exception does not apply to accumu- 
lated income subject to such power. The 
Regulations® point out that 
gains added to corpus represent accumu- 
lated income and will be taxed to the 
grantor who 
power of disposition. 


capital 


retains a testamentary 


Annuity trusts 


Sometimes the grantor of a trust will 
retain an annuity, to be paid from in- 
come or corpus, or the right to withdraw 
a certain amount of corpus each year or 
cumulatively. These trusts present diffi- 
cult problems in determining the por- 
tion of the trust subject to the grantor’s 
control. 

Assume the grantor is to be paid an 
annuity of $7,000 a year from income, 
or from corpus if the income is not 
sufficient. If the corpus is $80,000 and 
the income produced therefrom is 5%, 
or $4,000, this is equivalent to a power 
in the grantor to withdraw $3,000 that 
year. While the Regulations do not con- 
sider this specific situation, presumably 
the grantor would include in his income 
the $4,000 ordinary income of the trust 
and $3,000/$80,000 of any capital gains 
realized that year. 

A different 
similar 


result was reached in a 
1939 Code. 
There, the grantor retained the ordin- 


case™ under the 
addition 
$18,000 
corpus each year. In a taxable year in 
which less than $18,000 capital gains 
held all the 


gains taxable to him. To the extent that 


ary income for life and in 


could withdraw up to from 


were realized, the court 
this decision suggests a theory of identi- 
fying capital gains as the first items to 
be withdrawn, it seems clearly arbitrary 
and erroneous; but the holding can be 
supported on narrower grounds and 
should not be considered authority for 
this result under the 1954 Code. 

If the grantor’s power to withdraw 
corpus is cumulative (for example, he 
may withdraw 50% of the corpus in the 
aggregate during the term of the trust), 
he again has an interest in a portion 
of the corpus. The portion probably 
should be 


computed by considering 


2 Greenough, 74 F2d 25 (ist Cir. 1934). 
® Regs. Sec. 1.671-3. 

‘Mills, 39 BTA 798. 

®* Solomon Est., 27 TC No. 47 (acq.). 

® Regs. Sec. 1.674(b)-1. 

7 Irish, 129 F2d 468 (3d Cir. 1942). 

* Coursey, 33 BTA 1068. 
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prior withdrawals. Thus, if he has with- 
drawn 5% in prior years, he should be 
taxed on only 45% of the capital gains 
of the current year. In the only case8 
directly in point, however, the Board of 
fax Appeals failed to consider the effect 
of prior withdrawals and taxed 50% of 
the gains to the grantor. 

The Treasury Regulations have, by a 
liberal and common-sense construction 
of the statutory language, provided a 





No deduction to estate for funding 
testamentary trust. The will of a de- 
cedent provided that a fixed amount 
should be paid out of the residue to a 
trustee for his son. To provide income 
for the son as soon as possible, the ex- 
ecutor proposes to pay the amount to 
the trustee out of income cash. The 
Service rules that the payment to the 
trustee will be a payment under the 
terms of a bequest of a specific sum of 
money and as such is neither taxable to 
the trustee nor deductible by the execu- 
tor. Rev. Rul. 57-214. 


Trustee’s fees chargeable to income re- 
duce beneficiary’s taxable income. Tax- 
payer was both income beneficiary and 
remainderman of certain trusts. During 
the taxable year the trustee distributed 
the corpus of the trusts to the taxpayer 
without deducting fees due the trustee 
on distribution. The court found that 
the trust instrument directed that dis- 
tribution fees were to be paid out of in- 
come, and allowed the taxpayer to de- 
duct from trust income received, the 
amount of these distributive fees. The 
taxpayer paid the fees over to the 
trustee. Carpenter, DC N. J., 6/17/57. 


Income beneficiaries taxed on distribu- 
tion from tax-free exchange (old law). 
laxpayer was an income beneficiary of 
a trust which held Brill stock exchanged 
for ACF-Brill in a tax-free exchange. 
In settlement of taxpayers’ claim that a 
portion of the proceeds of the exchange 
should go to them, they received certain 
\CF-Brill debentures. Though the trust 
had received the debentures tax free, the 
Commissioner asserted their value was 
taxable income of the beneficiary. This 
court agrees. Citing Plunkett (118 F.2d 
644), Johnston (141 F.2d 208) and Mc- 
Cullough (153 F.2d 345), it said “if state 
law creates, in income beneficiaries . . . 
benefits, Federal income tax law will 


New trusts & estates decisions 


workable set of rules for determining 
the taxation of trust income, including 
capital gains. While the positions taken 
in the Regulations are generally favor- 
able to taxpayers, they may work ad- 
versely in a particular situation. This 
will inevitably produce some litigation 
in an area in which there are few prece- 
dents and in which the statutory 
language is so ambiguous that the re- 
sults cannot be predicted. * 


tax the benefits unless something specific 
in the Federal law makes the benefits 
Moreover, it added, Con- 
gressional Committee reports at the time 
this rule was changed (1954 Code) sup- 
port this interpretation of the 1939 
Code. [Sec. 652 of the 1954 Code pro- 
vides that income currently distribut- 
able to a beneficiary shall have the same 


, 


untaxable.’ 


character in the hands of the bene- 
ficiaries as in the hands of the trust. Ed.] 
Dovey, DC Pa., 6/13/57. 


Basis of assets of revocable trust is value 
at date of grantor’s death. A grantor 
transferred stock in trust, reserving a 
life income and the right of revocation 
with the consent of one or both of the 
trustees. The court reasoned that for 
all practical purposes there was no com- 
pleted gift; the stock belonged to the 
grantor until his death. Accordingly, 
the basis of the stock to the trust for 
purposes of gain on sale was the value 
at date of the grantor’s death. Beckman 
Trust, 26 TC 1172, acq. IRB 1957-25. 


Transfer of stock to sons on promise 
to stay in business not a sale; value 
determined. [Acquiescence]. In 1948, de- 
cedent agreed to transfer stock of a 
family corporation to his sons at his 
death if they would stay on as employees 
of the corporation. Upon his death in 
1950, the stock was transferred. The ex- 
ecutors treated the stock as part of his 
gross estate. The Commissioner excluded 
the stock from the estate but assessed in- 
come tax to the sons; he contended that 
this was a sale for a full consideration, 
ie., the sons’ agreement to stay with the 
business, and that accordingly, the value 
of the shares was compensation, subject 
to ordinary income tax. The Tax Court 
did not sustain the Commissioner's de- 
termination; it agreed with the executor 
that this was a testamentary disposition. 
Tebb, 27 TC 671, acq. IRB 1957-25. 
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Co-grantor of trust not taxable on trust 
income not paid to her. {Acquiescence]. 
Pursuant to an agreement with her hus- 
band prior to his death, taxpayer trans- 
ferred about $311,000 in property to a 
testamentary trust of $318,000 created 
under his will. The widow was entitled 
to $25,000 a year out of income and/or 
corpus. Trust income in excess of $25,- 
000 was to be divided: one-third to her, 
the other two-thirds to their children 
or principal, as she might direct. The 
trustees also had power to invade. For 
the taxable years 1951 and 1952, the 
trust income exceeded $25,000. The Tax 
Court held that she did not have such 
control over the trust to subject her to 
tax on the entire income in Section 
22(a) of the 1939 Code. The power of 
invasion was limited to emergencies. It 
is settled that the power to distribute in- 
come to others does not make the in- 
come taxable to the holder of the power. 
She had neither management powers 
nor a reversionary interest. The court 
accepted the trustee’s records separat- 
ing income from property contributed 
by her (as to which she, as a grantor, is 
taxable). The court treats this income 
as paid to her. [The 1954 Code provides 
that trust income must be taxed in ac- 
cordance with specific rules—not under 
the general definition of income. Ed.] 
Stavroudis, 27 TC 583, acq. IRB 1957- 
23. 


Annuity received in settlement of will 
contest is taxable income. In settlement 
of a contest over her grandfather's will, 
taxpayer agreed to the setting aside of 
certain assets in a trust to pay her some 
$200 a month for her life. The court 
holds that the payments can be made 
to taxpayer only from income of the 
trust and they are clearly taxable to her. 
Harte, DC N. Y., 6/25/57. 


Grantor’s death gives revocable trust 
assets new basis though revocation re- 
quired non-adversary’s consent. In Rev. 
Rul. 55-502 the IRS took the position 
that the donor of a revocable trust could 
be considered in effect the owner (so 
that the assets would take a new basis 
upon the grantor’s death) only if he 
could revoke the trust at will. In ac- 
cordance with its acquiescence in Beck- 
man Trust, 26 TC 1172 (above), the IRS 
holds that the assets take the new basis 
even if revocation would require the 
consent of another, if that person is not 
one possessing an interest in the trust 
adverse to the donor. Rev. Rul. 57-287. 





ho 


166 « 


The Journal of Taxation + September 1957 


THE TAXATION OF INDIVIDUALS 


Personal tax problems 


DITED BY BENJAMIN HARROW, J.D., CPA 





Seidman proposes workable plan for tax 


averaging; would stop penalty on bunching 


_ TAXPAYER with a fluctuating in- 
come suffers acutely from our pres- 
ent income tax structure, because when 
his big income is received in one year 
among many lean years, a much larger 
percentage is skimmed off by _high- 
bracket surtax rates than is the case 
with the person with a steady, even in- 
come. J. S. Seidman has a proposal to 
correct this obvious inequity. It should 
be noted that Mr. Seidman has done a 
lot of work on this question. When he 
was chairman of the AICPA federal tax 
committee a few years ago his commit- 
tee studied intensively the possibility of 
averaging so that the proposal which 
follows is the distillate of much consid- 
eration by himself and others. 

Mr. Seidman, a partner in the ac- 
counting firm of Seidman and Seidman, 
New York, outlined his ideas in the 
Virginia Law Weekly, Dicta Vol. IX, 
No. 6, and we quote here with per- 
mission. Here is how Mr. Seidman puts 
it: 

The income tax setup is such that two 
people making the same amount of 
money over the same period of time 
may have to shell out widely different 
amounts of tax. Maybe that wouldn’t 
be so disturbing if it weren’t for the 
fact that the fellow who is soaked is 
the one for whom we would expect 
leniency. 

The farmer who runs the risk of the 
fortunes or devastations of weather; the 
businessman who must gamble on the 
ups and downs of economic conditions; 
the group—including, for instance, the 
child prodigy, the baseball star, the 
actress, the professional man—that has 
a few good years surrounded by a span 
of barren years—all these take it on the 
chin, while the fellow who plays it safe 
and basks in the comfort of a steady 
income laughs up his tax sleeve. 


This comes about because income 
taxes are figured on a year-to-year basis, 
and are determined at progressive rate 
brackets. The steady earner comes out 
well under this arrangement because he 
is in about the same bracket each year. 
However, in a risk-taking activity the 
earnings can be fat in one year and 
lean in other years. The tax brackets 
run up in the fat years, without any 
relief for lean years. 

A bit of arithmetic will illustrate the 
point. Suppose a proprietor (unmarried) 
has struggled for six years trying to de- 
velop his product, with no luck. He 
does not make a dollar in all this period. 
Finally, in the seventh year, it clicks. 
He earns in that year $210,000. Of this, 
he has to fork-over $165,000 in income 
taxes, leaving him with $45,000 for the 
seven-year hitch. 

Now, let’s take the case of John Q. 
Executive, who has made the same $210,- 
000 in the same seven-year period, but 
he has made it by a salary of $30,000 
a year. His tax is $13,000 a year, or 
$91,000 for the seven years. That leaves 
him with $119,000 for the seven years, 
whereas our proprietor friend was left 
with only $45,000. 


Risk-taker pays 


In other words, the proprietor by 
venturing and risking has come off 
$74,000 behind the eight-ball compared 
with the executive who has played it 
safe and relied on a steady income from 
year to year. 

Obviously, there is something to be 
corrected here. If there is to be any 
tax favorite, it should be the venture- 
some spirit, the risk-taker, the creative 
fellow, who should get the accolade, and 
not the person who is playing it safe. 
At the very least, no penalty should be 
imposed on the individual with spunk 


who is ready to brave the ups and downs 
and their uncertain rewards. 

The two “heavies” in this drama have 
already been identified. One is the 
climbing rate brackets. The other is 
the calculation of the tax on a year-to- 
year basis. Rate brackets are here to 
stay. At least, it is not conceivable that 
in this sophisticated day and age every- 
body—rich and poor—will pay the same 
income tax rate. The thing that must 
“give” therefore is the year-by-year cal- 
culation. 

An_ honest-to-goodness averaging of 
income, rather than a particular year’s 
income, immediately suggests itself. In 
theory, that should do the trick. In 
practice, there are all sorts of bugs 
about true averaging. To begin with, 
there are many types of averaging. If 
the income of any year is figured as 
the average income for a fixed number 
of years, then paying on average income 
is delightful when it reduces the tax. 
However, it becomes distasteful when it 
works the other way around. 

For example, suppose last year’s in- 
come was $10 and this year’s income is 
$4. We don’t mind paying this year on 
$4 but we balk at paying on $7, which 
is the average of the two years. To 
make it even worse, if we had no in- 
come this year, we surely would be un- 
happy having to pay a tax on $5 in- 
come, which would be the average for 
ihe two years. 


Headaches in some methods 

Another type of averaging requires a 
recomputation of the tax for each year 
in the averaging period. This produces 
headaches galore. Elaborate rate tables 
become necessary. A change in tax 
rates along the road brings on compli- 
cations in computing the tax. Yet to 
freeze income brackets forever is hardly 
consonant with our dynamic, changing 
social and economic picture. 

Furthermore, in that type of aver- 
aging arrangement, substantial refunds 
have to be shelled out by the Govern- 
ment for back years in periods of low 
income. That can raise the devil with 
the nation’s finances. 

Does that mean averaging is “out’’? 
Not at all. The practical American mind 
can generally come up with a solution 
that bends pure theory a bit, to make 
way for something simple, flexible, and 
equitable. In that spirit, here’s a pro- 
gram that should do the trick: 

1. If the income for the current year 
is lower than the average income for the 
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preceding six years, figure the tax on 
the income for the current year, just as 
is now done. 

2. If the income for the current year 
is greater than the average income for 
the preceding six years, figure the tax 
on the basis of the average income for 
all seven years. 

3. Figure the tax with the use of the 
current rates only, and in this way: 
Seven times the tax on the average in- 
come for the seven-year period, less six 
times the tax on the average income for 
the six-year period. 

An example will give this clarifying 
and attractive flesh. Suppose our pro- 
prietor friend has hit it well in 1957 
and has an income of $150,000. Suppose 
also that in the preceding six years his 
income averaged only $10,000 a year. 
The seven-year average is $30,000 (since 
he made a total of $210,000 in seven 
years). The tax for 1957 would all be 
figured by reference to the 1957 rates 
as follows: 

Tax for 7 years: 

Tax on $30,000 is $13,000 
x 7, or 
Less tax for preceding 6 


$91,000 


years: 

Tax on $10,000 is $ 2,500 
x 6, or $15,000 
Tax for 1957 $76,000 

Today on $150,000 income, the tax 
is $112,000. In other words, under the 
proposed program the tax would be 
reduced $36,000. 

There are many attractive features 
about this plan. The $36,000 reduction 
gives perspective to the “killing” in 
1957, by blending it with the six leaner 
years before them. To be sure, it does 
not go all the way required by a true 
averaging, but, as we have already seen, 
going all the way involves many head- 


aches. 


Alkalizing the headaches 
The alkalizes 
headaches. There is no refiguring to do 


plan outlined those 
for prior years; no need for special rate 
tables or a mass of rate tables; and no 
freezing of income brackets. There is 
no tax to pay when there is no income, 
and there is no refund for prior years. 
Relief and incentive are given to rising 
income without penalty to falling in- 
come, 

Many technical things do come up 
under this arrangement. All of them 
can be easily, adequately dealt with. 

What effect will the averaging plan 


have on the Government’s revenue? If 
we assume what should not be assumed 
—that everything will be the same after 
this significant tax change as before— 
then, of course, there will be a decline 
in revenue. The fellow with fluctuating 
income will pay less in his better-than- 
average years than he has done before. 
This would have to be made up by an 
increase in the tax rates, which is as 
it should be. 

At present, the fellow who has been 
playing it safe, through a steady income, 
has been riding the back of the fellow 
with the fluctuating income. The fellow 
playing it close to the vest has earned 
the benefit of lower rates because the 
people with fluctuating incomes have 
been the fall guys and have paid a 
higher tax than they should. The pro- 
posed averaging plan, plus increase in 
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tax rates, would put everybody on a 
par. 

However, all this assumes a_ static 
economy. Actually, ours is a mighty dy- 
namic one. A tax change that eliminates 
the penalty on risk-taking or fluctuating 
income can be counted on to release 
energy and initiative that will develop 
more income and revenue than ever 
before. It may therefore be possible, as 
a result of this program of averaging, 
for the Government to wind up with 
more “take” and at the same time reduce 
tax rates rather than increase them. 

Be that as it may, the important thing 
is that it is not wise or fair to make a 
fellow with fluctuating income pay more 
than a person with evenly spaced in- 
come. The plan here outlined corrects 
most of that inequity, and does it in a 
simple, practical way. w 


War casualty loss deductible 


after enemy seizure 


by PAUL A. LEVY 


Tax men are finding that war-loss problems originating in World War II are 


still arising, some in respect of the taxpayer's loss, some in the settlement of 


estates of foreigners affected. Critical in all these cases is the timing of the loss 


deduction. Mr. Levy recently investigated this subject for a note printed in 104, 


University of Pennsylvania Law Review 117 (1957(, abridged here with permission. 


ae A loss to be deductible, the tax- 
payer must show a completed trans- 
action evidenced by an_ identifiable 
event, such as the sale or other disposi- 
tion of the property, in the year in 
which the deduction is claimed. Seizure 
of property by an enemy sovereign 
consistently has been held an identifiable 
event which justifies a loss deduction in 
the year of seizure even though there 
is some possibility of the property’s re- 
coupment. Section 127 was added to the 
Code of 1939 to obviate the difficulty of 
ascertaining the actual date of enemy 
seizure during World War II and gives 
the taxpayer the benefit of a conclusive 
presumption that his property was lost 
for tax purposes on the date of the 
United States’ declaration of war. If 
Section 127 is applicable, the taxpayer 
is bound by its provisions whether or 
not he elects to take the loss, and no 
deduction will be permitted under Sec- 
tion 23(e). In order to come within Sec- 
tion 127, the taxpayer must prove his 


ownership on the day of the United 
States’ entry into the war. However, if 
his property was seized prior thereto, 
the taxpayer still can claim an ordinary 
loss deduction under Section 23(e) in the 
year of seizure. Until the Reiner deci- 
sion, no court has allowed the taxpayer 
a deduction in a year other than the 
year of seizure, if Section 23(e) was 
applicable, or later than the declaration 
of war, if Section 127 governed. 


The Reiner Case 


Reiner constructed a house in Vienna 
in 1937 which she used as a residence 
and as medical offices for her husband. 
When she left Austria in 1938 to come 
to the United States, she appointed a 
manager of the property with authority 
to rent it; however, no rental payments 
were ever received. Subsequently, the 
Nazi government seized the property 
on the authority of the Act of November 
25, 1941, which provided for confiscation 
of the property of all Jews who had left 
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[Mr. Levy is presently on the Gowen 
Fellowship at the University of Penn- 
syluania doing research in the field of 
taxation.]| 

Germany or countries controlled by that 
nation. In 1944 the property was dam- 
aged substantially by a bomb. The tax- 
payer, Claiming a deduction in 1944 as 
a result of the bombing, brought an 
action in a United States district court 
to recover taxes paid for the years 1943 
to 1946. The district court, apparently 
accepting taxpayer's view that the 
seizure of her property was void ab 
initio, held that she was still the owner 
thereof in 1944 when the damage 
actually occurred and, therefore, per- 
mitted her to take a net operating loss 
for the years in question. The govern- 
ment appealed, claiming that the loss 
was deductible only in 1941, the year 
of the seizure, either as an ordinary loss 
under Section 23(e) or as a war loss 
127(a)(2). The circuit 
court held that the taxpayer did not 


under Section 


come under the war-loss provision and 
that she could claim an ordinary loss 
for the year in which her property was 
bombed. Reiner, 222 F.2d 770 (7th Cir. 
1955), cert. not auth. 


Two previous cases 

In Waclaw Szukiewicz, P-H 1951 TCM 
451102, the Tax Court held that a tax- 
payer whose property was seized by the 
Nazis in 1939 and later ceded to Russia 
under the Yalta Agreement in 1945 
could not deduct the loss in 1945, rea- 
soning that the taxpayer had not re- 
tained any semblance of control in the 
interim between the German confisca- 
tion and the cession to Russia which 
would enable him to show a loss suffered 
in 1945. In Eric E. Franke, PH 1953 
TCM 453116, a later memorandum de- 
cision, the Tax Court held that where 
the taxpayer’s farm was confiscated by 
the Czech government in 1945, unsuc- 
cessful legal action to reacquire the 
property terminating in 1950 did “not 
justify the postponement of a loss de- 
duction.” Neither the Franke nor 
Szukiewicz case was mentioned by the 
court in reaching its decision in Reiner. 
Although a memorandum decision is 
not binding precedent on a circuit court, 
vhese cases appear contrary and should 
have been distinguished, if possible, or 
overruled. Szukiewicz may be distinguish- 
able on the basis that the signing of the 
Yalta Agreement did not “convert” the 
taxpayer's property within the meaning 


of a casualty, or involuntary conversion, 
whereas damage by a bomb is un- 
doubtedly a casualty. Similarly, in 
Franke, there was no specific identifiable 
event in 1950 that compares with a 
bombing. 

The Reiner case presents the analytic 
problem of the desirability of giving a 
taxpayer the option of claiming a loss 
on either of two dates: the year of 
seizure or the subsequent year in which 
the property was physically damaged. 
The court’s decision rests not on the 
fact that the taxpayer’s loss was not 
complete in 1941, nor that there was no 
identifiable event in that year, but on 
the subjective feeling of the taxpayer 
that the property was not in fact lost. 
However, in a similar situation dealing 
with worthless securities, the Supreme 
Court, in interpreting Section 23 (e), 
said that the plain language of the 


“ 


statute and the regulations . repels 
the use of such a subjective factor [1.e., 
the taxpayer's honest and. reasonable 
belief as to worthlessness] as the con- 
trolling or sole criterion” and imposed 
an objective standard of when in fact 
the loss occurred, as evidenced by identi- 
fiable events. This same rule was applied 
to bad debts in Redman, 155 F.2d 319, 
where the court pointed out that the 
specific policy of the act was to substi- 
tute an objective standard for a subjec- 
tive test in determining the year in 
which the bad-debt loss was deductible. 
Because the Code requires the taxpayer 


to account for net income on an annual 
basis, the courts insist upon the tax- 
payer’s reporting a loss in the year of 
occurrence in order to prevent tax 
manipulation, even though there may 
be some difficulty in ascertaining the 
date of the loss. The facts of the Reiner 
case present a strong case for compelling 
the taxpayer to claim the loss in the 
year of sizure, for the taxpayer knew, or 
should have known, that her loss was 
deductible in that year. 


Degree of ownership 


Also implicit in the court’s holding is 
a distinction between the degree of 
ownership necessary to claim a war loss 
under Section 127 and an ordinary loss 
under Section 23. If the taxpayer was 
correct in claiming that the confiscation 
was void ab initio, then she had title 
and ownership on the date that the 
United States entered the war and con- 
sequently would be subject to the con- 
clusive presumption of Section 127. If 
no credence is given to the “void ab 
initio” theory, then it would appear 
that the court must reason that the tax- 
payer did not “continue to have an 
interest in the property whose seizure 
or destruction could be considered a 
loss” for purposes of Section 127, and yet 
retained sufficient ownership to entitle 
her to a deduction under Section 23(e) 
in 1944. However, such a dichotomy is 
not apparent from either the language 
or the history of the two sections. 


New decisions affecting individuals 


Sister in mental institution qualifies 
brother as head of household. Taxpayer, 
a bachelor, claimed that he was the head 
of a household because he maintained, 
in the language of the Code, “a house- 
hold which constitutes for such taxable 
year the principal place of abode, as a 
member of such household” of his sister 
whom he supported. Actually the sister 
had been for six years in a mental insti- 
tution, was aged 72 and, the taxpayer 
conceded, there was little likelihood that 
the sister would ever live at home again. 
The court concludes that taxpayer’s 
household was the sister’s principal 
place of abode when she entered the hos- 
pital and that no new one was ever 
established. It allowed him to compute 
his tax as the head of a household. Five 
judges dissent, citing as reasonable the 
Regulation providing that absences of a 
dependent do not disqualify if (1) his 





return is reasonably expected and (2) 
the household is maintained in  sub- 
stantially equivalent form. On neither 
point, they say, has the taxpayer here 
proved his right to continue as head of 
household. Three judges would uphold 
the Regulation and they would find that 
the sister’s principal place of abode was 
the institution, not taxpayer's house- 
hold. Hein, 28 TC No. 92. 


Father loses dependency for sons; his 
cash less than stepfather’s allocation of 
household expenses. Taxpayer proved 
the cash he contributed for the support 
of his two sons living with his divorced 
wife and her second husband. The step- 
father added to the amount he spent 
directly on the boys a portion of the 
total household expenses. This amount 
exceeded the father’s contribution. The 
taxpayer did not object to this method 
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and the court said therefore it need not 
determine whether the ruling per- 
mitting this is in accord with the statute. 
Che father argued merely that the step- 
father’s figures were too high in the light 
of what it cost him to support the 
children when they lived with him. The 
court holds that the test is not reason- 
ableness but what in fact was spent and 
concludes that the father did not prove 
that he paid more than half the support. 
Hertwig, TCM 1957-100. 


Allocation of support and alimony when 
husband is in arrears [Acquiescence}. In 
22 TC 612 the Court decided that 50% 
of the amount the husband was required 
to pay taxpayer-wife was non-deduct- 
ible as support for the children. In a 
second case, the court considered treat- 
ment of $1,500 of the total $12,000 for 
one year not paid until the following 
year. The court follows the Regulations 
and holds that the $10,500 paid con- 
sisted of the entire $6,000 support 
money due for the children. Only $4,500 
can be treated as alimony. Likewise 
when the $1,500 deficiency was paid in 
the following year it is alimony. Weil, 
22 TC 612, 23 TC 630, acq. IRB 1957- 


Za 


Dependency allowed divorced father de- 
spite poor record of support. Another 
in the long list of cases involving de- 
pendency deductions for children of 
divorced parents in moderate circum- 
stances. Commenting that the record is 
unsatisfactory and that in fairness the 
deduction ought to be allowed to father 
or mother, the court concludes that the 
father made a prima facie case that he 
provided over haif the support and the 
burden was on the Commissioner to go 
forward. Strother, TCM 1957-102. 


CPA’s Detroit job was indefinite, not 
temporary; no deduction for meals and 
lodging. Taxpayer, unmarried and with 
no dependents, lived with his parents 
in New York and held various account- 
ing jobs in New York till 1951. He took 
a job in New Jersey and rented an apart- 
ment there. Sent to Detroit on a special 
short-term assignment, he took a job 
there in July, 1953, with the understand- 
ing it would lead to partnership. After 
he saw it would not, he quit in Septem- 
ber, 1954, tried to get another job in 
Detroit but returned to New York and 
went into his father’s business in Jan- 
uary, 1955. He claimed his living ex- 
penses in Detroit for 1954 as incurred 


while away from home in pursuit of his 
profession. The court holds that the 
Detroit employment which he had 
hoped would lead to partnership was 
indefinite, not temporary. His tax 
“home” was Detroit; the living cost 
there is not deductible. Cohen, TCM 
1957-110. 

Reimbursement of moving expense to 
new job not income. No opinion is re- 
ported. The facts show that taxpayer's 
new employer reimbursed him for the 
cost of moving from Dallas, Texas, to 
Albuquerque, New Mexico. The conclu- 
sion of law states merely that the reim- 
bursement is not income and adds that 
if it is, taxpayer's own payment would 
be a deduction. [The Commissioner has 
ruled (Rev. Rul. 54-429) that if the mov- 
ing is primarily for the benefit of the 
employer, reimbursement of expenses is 
not compensation. But an employee 
moving to accept a new job does have 
taxable income on such reimbursement. 
(Rev. Rul. 55-140) and the Tax Court 
so held in Rice, 13 TCM 394.—Ed.] 
Woodall, DC N. Mex., 6/20/57. 


O’Dwyer’s expenses as ambassador esti- 
mated. William O’Dwyer’s accountant 
totalled his expenses in 1950 and 1951, 
while he was ambassador to Mexico, at 
$7,000 and $28,000. The Government re- 
imbursed $500 and $10,000. The alloca- 
tion of the remainder between business 
and personal was, the court states, not 
explained. The court allows the former 
New York Mayor $1,900 in 1950 ($6,000 
claimed) and $8,000 ($12,000 claimed) 
in 1951 as unreimbursed business ex- 
pense. O’Dwyer, 28 TC No. 76. 


Full $6,000 expense allowance income 
for lack of evidence of expenditures. 
Taxpayer, the president, director, and 
40% stockholder of a corporation, re- 
ceived an expense allowance of $500 
per month. The district court held the 
entire reimbursement was income and 
allowed no deduction, since taxpayer 
made no effort to establish how much 
he spent, or in any way identify any 
expenses with respect to any particular 
entertainment, either of event, persons, 
or amounts. The circuit court affirms. 
Taxpayer offered not a single guide 
upon which the court could have esti- 
mated the expenses incurred. Williams, 
CA-5, 6/18/57. 


Expenses of passive investor not deduct- 
ible. Taxpayer was an investor in three 
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corporations engaged in the operation 
of drive-in theatres. As part of the con- 
sideration for the issuance to him of the 
stock of one of the corporations, he 
agreed to supervise the construction of 
a theatre. His son aided in planning and 
supervising the construction in return 
for which taxpayer bought an auto for 
him, paid insurance premiums on the 
auto, and made income tax payments on 
the son’s behalf. Taxpayer is not per- 
mitted to deduct any such payments 
either as a business or nonbusiness ex- 
pense. He was not engaged in the busi- 
ness of promoting corporations to oper- 
ate drive-in TCM 
1957-95. 


theatres. Ingram, 


Disability insurance premiums not busi- 
ness expense. Taxpayer, a doctor, de- 
ducted premiums paid for health and 
accident policies which would pay him 
a monthly income in case of disability. 
The court holds the premiums cannot 
be allowed as business expenses; the pro- 
ceeds for personal 
costs not necessarily to meet office over- 


could be used 


head. The premiums are not an expense 
of carrying on his medical practice. In 
the alternative, taxpayer contended that 
his medical practice is property held for 
the production of income, and since he 
intended to use the proceeds to meet 
office expense during disability, the 
premiums are a cost of protecting prop- 
erty. Here also the flaw in the argument 
is that this is a mere declaration of fu- 
ture intention; premium payment has 
only a remote relation to conserva- 
tion of income. Blaess, 28 TC No. 78. 


Suit was for business; legal fees de- 
ductible. Taxpayer's husband dissolved 
a partnership and took over all the 
assets. Taxpayer paid legal and account- 
ing fees to prepare for suit which re- 
sulted in a compromise recovery of $80,- 
000. Only business interests were in- 
volved in the settlement. The household 
and living expense questions raised by 
the husband were merely incidental. The 
fees are deductible; they were an ordin- 
ary and necessary business expense. 
Budreau, DC Ga., 11/20/56. 


Benefiicary’s share of estate’s income 
qualifies as retirement income. Taxable 
income consisting of rents, dividends, 
and interest received from an estate by 
a beneficiary who has reached the age 
of 65 qualifies as retirement income for 
the purpose of the retirement income 
credit. Rev. Rul. 57-277. 








170 * The Journal of Taxation * September 1957 


TAX PLANNING AND 


‘Business management 


EDITED BY CHARLES S$. LOWRIMORE, Sr., CPA 





Burden of proof is not shifted in 


ALL accumulated earnings cases 


Wwe rAX MEN first began to study 
the changes in the accumulated 
earnings tax (Section 102, 1939 Code 
and Section 531, 1954 Code), some of 
them thought the “menacing tiger” had 
been reduced to a “toothless tabby cat.” 
(See, for example, the comments of Wil- 
liam L. Cary before the Chicago Bar 
Association, reported 4 JTAX 252). The 
recent Pelton Steel Casting case (28 TC 
No. 20) is a warning that the liberaliza- 
tions may be much narrower than was 
at first thought. 

Last month, we set out at some length 
the Tax Court holding that Pelton Steel 
Casting, in the year that it redeemed 
80% of its stock (needing all its cash 
for this transaction, it paid no dividends 
and indeed borrowed heavily) was 
availed of to prevent the imposition of 
surtax on its shareholders. In this par- 
ticular case, the Tax Court did get into 
the question of the reasonable needs of 
the business. It found directly, from the 
redemption plan, that the corporation 
was availed of for the forbidden pur- 
pose; it was not necessary for it to turn 
to the indirect route—proof of accumu- 
lation beyond the needs of the business, 
determinative, by statute, of the for- 
bidden purpose. 

You will recall the structure of Sec- 
tions 531-537. The tax is imposed on 
every corporation “formed or availed of 
for the purpose of avoiding the income 
tax with respect to its shareholders . . . 
by permitting earnings and profits to 
accumulate instead of being divided or 
distributed.” In cases where it is neces- 
sary (and Pelton Steel Casting was one 
where, in the Tax Court view, it was 
not), the Code permits determination of 
the forbidden purpose which gives rise 
to the penalty tax by proof of another 
fact, i.e., “that the earnings and profits 
of a corporation are permitted to ac- 
cumulate beyond the reasonable needs 


of the business shall be determinative of 
the purpose to avoid the income tax 
with respect to shareholders, unless the 
corporation by the preponderance of 
evidence shall prove to the contrary.” 


Shift in burden of proof 


The new burden of proof rules apply 
in only one class of accumulated earn- 
ings cases. Section 534 provides that “in 
any proceeding before the Tax Court 
involving a notice of deficiency based in 
whole or in part on the allegation that 
all or any part of the earnings and 
profits have been permitted to accumu- 
late beyond the reasonable needs of the 
business, the burden of proof with re- 
spect to such allegation shall (1) if 
notification has been sent . be on 
. or (2) if the taxpayer 
has submitted the statement . . 
the Secretary .. .” 


the Secretary . . 


.. be on 


The Tax Court quoted at some length 
from the legislative history to show the 
purpose of the shift in the burden. The 
Senate Finance Committee explained 
the situation under the 1939 Code and 
the changes it proposed: 

At the present time if the Commis- 
sioner of Internal Revenue proposes a 
deficiency on the ground that the tax- 
payer has accumulated earnings and 
profits in excess of the reasonable needs 
of the business, the taxpayer has the 
burden of proof as to the reasonableness 
of the accumulation. Moreover, if earn- 
ings and profits are accumulated in ex- 
cess of the reasonable needs of the busi- 
ness, the accumulation is deemed to be 
for the purposes of tax avoidance unless 
the taxpayer proves otherwise by the 
clear preponderance of the evidence. 

“Your committee agrees with the 
House that this imposition of the bur- 
den of proof on the taxpayer has had 
several undesirable consequences. The 
poor record of the Government in the 


litigated cases in this area indicates that 
deficiencies have been asserted in many 
cases which were not adequately screened 
or analyzed. At the same time taxpayers 
were put to substantial expense and 
effort in proving that the accumulation 
was for the reasonable needs of the 
business. Moreover, the complaints of 
taxpayers that the tax is used as a threat 
by revenue agents to induce settlement 
on other issues appear to have a con- 
nection with the burden of proof which 
the taxpayer is required to assume. It 
also appears probable that many small 
taxpayers may have yielded to a pro- 
posed deficiency because of the expense 
and difficulty of litigating their case 
under the present rules.” [Italics added.] 

The Court concluded that “ the 
burden of proof is on taxpayers. There 
is no expression of intent in the ap- 
plicable 1954 Code Sections or in the 
legislative history to alter or reverse the 
existing law relative to burden of proof 
except with respect to accumulation of 
profits beyond the reasonable needs of 
the corporation, and then only if the 
requirements of Section 534 are met, 
and, of course, if the issue is essential to 
decision . . .” and as applied to this par- 
ticular case, “we conclude that the cir- 
cumstances surrounding the recapitaliza- 
tion clearly and affirmatively demon- 
strate that petitioner was availed of in 
1946 for the purpose of preventing the 
imposition of the surtax upon its share- 
holders through the medium of per- 
mitting earnings or profits to accumu- 
late instead of being divided or dis- 
tributed. We add, for completeness, that 
the burden was upon petitioner to prove 
the contrary, and that it has, in our 
opinion, failed to meet its burden of 
proof. 

“In view of the foregoing, the ques- 
tion of whether or not the earnings or 
profits of petitioner were permitted to 
accumulate beyond the reasonable needs 
of the business is not essential to our 
decision. Under the provisions of Sec- 
tion 534, this is the only factor with re- 
spect to which, if material to our de- 
cision, the burden of proof could have 
been shifted to respondent.” 


Implications of Pelton Steel Casting 


It will probably be a good long time 
(and a good many circuit court decisions) 
before all the questions raised by Pelton 
Steel are answered. Perhaps the new 
burden of proof rules can bring com- 
fort to tax men worried about com- 
panies wanting to hold onto cash for a 




















no 
th 
ab 
th 
th 
re 
of 
sil 


es that 
many 
reened 
payers 
e and 
lation 
of the 
nts of 
threat 
ement 
1 con- 
which 
ne. It 
small 
| pro- 
pense 
case 
ided.] 
the 
Chere 
€ ap- 
1 the 
e the 
proof 
yn of 
ds of 
f the 
met, 
al to 
par- 
» Cir- 
aliza- 
mon- 
of in 
the 
lare- 


per- 
imu- 
dis- 
that 
rove 
our 
1 of 


ues- 
§ Or 
l to 
-eds 
our 
Sec- 
re 
de- 


ave 


me 
ms) 
fon 
ew 
m- 
m- 
ra 








not-too-clearly-foreseen rainy day. If 
they can guide a client to think clearly 
about the various contingencies he faces, 
the actions he would have to take, and 
their cost, and can get this down in the 
records such contemporaneous proof 
of business needs, together with the pos- 
sibility of putting the burden on the 
Commissioner, may allay the spectre of 





Dues tax due on club assessment though 
legally unenforceable. An athletic club 
members an amount over 
and above regularly-collected dues to 
raise funds for repairs. The assessment 
was, the court holds, taxabie. This type 
of assessment is not legally enforceable 
“volun- 
tary.” These payments are “assessments” 
subject to the federal tax on dues. A 
prior decision by the same circuit, Gar- 
den City Golf Club v. Corwin, 62 F.2d 
246, the voluntary 
theory under comparable circumstances 
was specifically overruled. City Athletic 
Club, CA-2, 3/8/57. 


assessed its 


under state law and therefore 


which relied on 


Insurance club subject to excise tax on 
dues and initiation fees. The premises 
of the Insurance Club of Dallas included 
a card room and a cocktail room where 
liquor was sold at a substantial profit. 
Ladies were admitted to the quarters of 
the club. The district court found that 
the social aspects of the club were ma- 
terial and therefore subject to the excise 
tax. This court affirms. Insurance Club 
of Dallas, CA-5, 2/1/57. 


No stamp tax on capital increase with- 
out new shares. A Delaware corporation 
transferred a substantial amount from 
surplus accounts to capital stock ac- 
count without the issuance of any shares 
or granting additional rights to share- 
holders. The district court held that this 
was a bookkeeping transaction and did 
not require documentary stamps. This 
court affirms. Archer-Daniels-Midland 
Co., CA-8, 4/11/57. 


Commissioner permitted to reverse his 
prior administrative decision granting 
EPT relief. The Commissioner granted 
taxpayer excess profits tax relief for 
1940 and 1941 under Section 722, and 
in so doing determined a constructive- 
average base-period net income for each 
year. Taxpayer then, upon request, re- 
ceived written permission to use the re- 


Miscellaneous new decisions this month 
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getting into serious trouble with 531. 
But how about the perils allied with 
any kind of stock-redemption plan? 
There is always a considerable element 
of benefit to the stockholders in such 
plans. If the Section 531 issue can be 
raised directly on that point, without 
going into business needs, the burden of 
proof rules offer no new help. * 


lief base on its returns for later years. 
The Commissioner subsequently rejected 
the returns filed for those years, and 
determined the excess profits tax credit 
for the later years under the invested- 
capital method. The court holds in 
favor of the Commissioner reaffirming 
the position it took in Standard Hosiery 
Mills, Inc., (27 TC No. 58). The law 
does not prevent the Commissioner from 
re-examining the right to relief. Brad- 
ford Machine Tool Co., TCM 1957-55. 


Abandonment of power plant abnormal 
under 1951 EPT. The 1951 excess profits 
tax allowed the removal of abnormal 
deductions from the base-period years 
only if they were not a consequence of 
a change in the manner of operation of 
the business. Taxpayer, a manufacturing 
plant, abandoned its power plant dur- 
ing the base period and was allowed a 
tax deduction for the unrecovered cost 
of the plant in excess of salvage. How- 
the Tax Court refused to treat 
this loss as abnormal for excess profits 
tax, saying that the abandonment was 
a direct consequence of a change in the 
“manner of operation” of the business. 
This court reverses. All the 
did was to purchase power for all its 


ever, 


company 


purposes instead of generating its own 
and to change from coal to oil in its 
heating. This does not amount to a 
change in operations. Electric Materials 
Co., CA-3, 4/5/57. 


Bus company granted limited EPT re- 
lief. Taxpayer, a bus company, applied 
in 1935 for an ICC certificate, granted 
in 1940. Pending certification the tax- 
payer was permitted to operate. The 
company contended it was entitled to 
a constructive average base period net 
income far in excess of that allowed be- 
cause the lack of the ICC certificate was 
responsible for low base-period earn- 
ings. The court finds even if the carrier 
had been granted the certificate prior 
to 1940, it would not have attained the 
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net income for which it asked. The court 
determined a constructive average base 
period net income slightly higher than 
that allowed by the Commissioner. 
Arkansas Motor Coaches, 28 TC No. 29. 


EPT relief denied liquor corporation 
for failure of proof. A wholesale liquor 
corporation is denied EPT relief under 
section 722(b)(4) having failed to show 
that its earning level at the end of the 
base period would have been higher if 
it commenced business two years earlier. 
Relief is also denied the corporation on 
grounds of change in capacity of opera- 
tions and management. Gold Seal 
Liquors, Inc., 28 TC No. 52. 


EPT relief granted nylon hose manu- 
facturer. A hosiery manufacturer which 
switche¢ from silk to nylon yarn during 
its base , riod is held to have made a 
change in the character of its business 
entitling it to Section 722 relief. Daven- 
port Hosiery Mills, Inc., 28 TC No, 23. 


Mobile Ala. Senior Bowl exempt. Tax- 
payer was organized to promote a foot- 
ball bowl game—the Senior Bowl—and 
other sports and civic events in Mobile. 
No profits could ever inure to stock- 
holders. The only income was from the 
bowl game. The court holds that the 
bowl game was an integral part of the 
corporation’s civic and educational pro- 
gram and bears an intimate relationship 
to the objective for which it was or- 
ganized. The income from the bowl 
game is not unrelated business income. 
Mobile Arts and Sports Ass'n, Inc., DC 
Ala., 1/31/57. 


Exemption for feeder though originally 
created for profit (old law). Taxpayer- 
corporation was organized as a business 
corporation in 1929. In 1945, a hospital 
acquired all the stock of the taxpayer 
and elected a board of directors consist- 
ing entirely of trustees of the hospital. 
The officers too were all hospital trus- 
tees, and the corporate charter was never 
amended. Noting that several circuits 
have taken the contrary view, the court 
rejects the Government's contention 
that this corporation was not “organ- 
ized” for charitable purposes; the admin- 
istrative organization of the corpora- 
tion from the time of acquisition of the 
stock by the hospital ensured that the 
earnings would inure to charity. [Since 
1951, feeder corporations are not eligible 
for exemption.—Ed.] Dillingham Trans- 
portation Bldg., Ltd., Ct. Cls., 1/16/57. 
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Resort to the Tax Court can be costly 


when it disagrees with circuit 


7." TAXPAYER who finds his circuit 
court lined up with him against the 
Commissioner and the Tax Court has 
the unattractive alternatives of paying 
the tax and suing for refund in the 
district court (or perhaps the Court of 
Claims) or being prepared to go through 
the Tax Court to the circuit court. The 
Tax Court in 
sticking to its own opinion when the 


intransigeance of the 


circuits conflict makes it exceedingly ex- 
pensive for a taxpayer to obtain the 
treatment all concede the circuit court 
(the final authority, since the Supreme 
Court speaks so seldom) will give him. 

This is the particular problem faced 
trying to do the 
best for his client that an admittedly 


by the practitione 


imperfect tax system will permit. From 


a broader point of view, of course, 


simple equity demands that taxpayers 
in similar situations but in different 
parts of the country be treated similarly. 
Ultimately, it is to be supposed, the 
them- 


selves will demand that Congress, much 


more harshly treated taxpayers 
burdened with matters of general im- 
portance, take the time to choose one 
rule and, by legislation, compel uni- 
formity in all circuits. 

in the Columbia Law 
arguments ad- 
Tax Court and the cir- 


cuits, but concludes that in view of the 


A recent note* 
Review considers the 


vanced by the 


overwhelming opposition to any single 
Court of Tax Appeals, there is little 
likelihood of an immediate solution to 
the diversity problem. It arises from the 
simple fact that appellate review of Tax 
Court decisions may be had as of right 
in the courts of appeal. 

the Columbia note states in 


part, “will ordinarily be laid in the 


“Venue,” 


[*The complete note, extensively foot- 
noted, may be found in 57 Columbia 
Law Review 717.] 


circuit in which the tax return was filed, 
or, if none was filed, in the Court of 
Appeals for the District of Columbia. 
Should the taxpayer and the Commis- 
sioner agree, however, an appeal may 
be brought to any of the eleven courts 
of appeals. The limited territorial juris- 
diction of each court of appeals, viewed 
in conjunction with the desire of the 
Tax Court to apply the doctrine of 
stare decisis throughout its nationwide 
jurisdiction, has led the Tax Court to 
deny binding authority to appellate 
court precedents when raised in a sub- 
sequent Tax Court proceeding. While 
it gives the reasoning of the appellate 
court full consideration, and sometimes 
adopts its view, the Tax Court has con- 
sistently reserved and often exercised the 
power to adhere to its position and re- 
ject the appellate court precedent. The 
detailed justification for the Tax Court's 
position, expounded by Chief Judge 
Murdock in the Lawrence case (27 T.C. 
No. 82 (1957)), coupled with the recent 
explicit denial by two of the circuits 
of the Tax Court's privilege to disregard 
court of appeals decisions of the circuit 
to which an appeal will ordinarily lie 
(Sullivan, 241 F. 2d 46 (7th Cir. 1957); 
and Stacy Mfg. Co., 237 F. 2d 605 (6th 
Cir. 1956)), has served to sharpen the 
conflict. 


The Tax Court’s reasons 


“The Tax Court outlines four justi- 
fications for its position. The first is its 
felt responsibility, in view of its national 
jurisdiction, to promote uniformity in 
the application of the revenue laws. The 
decision of Congress to provide a single 
nationwide forum bespeaks a particular 
interest in the uniform application of 
the taxing statutes, and an intention 
that the Tax Court shall facilitate the 
attainment of that goal. As the Com- 
missioner has the duty of applying his 





construction of the statutes uniformly to 
all taxpayers, the Tax Court similarly 
is not to vary its interpretations with 
the residence of the taxpayer. Second, 
the Tax Court finds support for its 
position in problems of venue which 
may arise on appeal. Thus, it may be 
uncertain appeal will be 
heard, either because the Tax Court 
does not know where the return was 
filed, or because the parties may exer- 
cise their right to choose another forum. 
Moreover, the case may be appealable 
in more than one circuit. This can oc- 
cur when the petitions of several tax- 
payers with a similar problem have been 
consolidated,—e.g., when partners living 
in different circuits are contesting a 
deficiency involving the partnership,— 


where an 


or when deficiencies covering several 
years are at issue and the returns were 
filed in different circuits. In these cases, 
in the absence of stipulation, venue on 
appeal will be divided among the cir- 
cuits. 
“The 


was that the appellate court’s position 


Tax Court’s third objection 


may, On occasion, not be precisely dis- 
cernible, particularly when several opin- 
ions addressed to the issue at hand are 
not easily reconciled. Finally, the court 
evidences concern over the tentative 
authority of any contruction of the tax- 
ing statutes which has not received Su- 
preme Court approval. Court of ap- 
peals precedents, though concurred in 
by several circuits, have been overruled, 
and the Tax Court’s position upheld, 
when the Supreme Court consented to 
adjudicate the issue. The Commission- 
er’s recognition of this problem finds its 
expression in his nonacquiescence pol- 
icy; rejection of court of appeals con- 
structions is the Tax Court’s reaction. 


Are they valid? 

“One basis for the Tax Court’s posi- 
tion—that the law of the applicable cir- 
cuit may at times be difficult to deter- 
mine—may be summarily _ rejected. 
Courts regularly apply the law of an- 
other forum. This process may at times 
involve difficulties in ascertaining the 
applicable law. The existence of the 
burden, should in no 
justify a general rejection of the author- 
ity of the law of the foreign jurisdiction. 

“The venue problem, though more 
substantial, appears not to be decisive. 
The Tax Court can readily discover 
where the return was filed. The stipula- 
tion factor is not a serious one, since 
it is hardly likely that a litigant, privi- 


however, way 
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leged to appeal to his home forum, 
whose decisions uphold his contention, 
will stipulate away that rather substan- 
tial advantage. As for the problem of 
the case appealable to two or more Cir- 
cuits, two answers may be made. First, 
the problem, even if decisive in those 
it does should not 
justify the rejection, as a general prop- 


cases where -xist, 
osition, of the authoritativeness of ap- 
appellate 
Moreover, the objection itself begs the 
question, for if the Tax Court were to 
concede, contrary to its present position, 


plicable court precedents. 


that it need not apply the same law to 
before it, the 
would dissolve. Therefore, the issue must 


all litigants dilemma 
be decided independently of this ob- 
je tion. 


Uniformity 

“The core of the Tax Court's position 
is therefore its conception of its duty 
to facilitate uniform administration of 
the revenue laws, in the light of the 
national jurisdiction given to it by Con- 
gress, the limited territorial power of 
the eleven courts of appeals, and the 
infrequent review in the revenue area 
by the Supreme Court. This position 
represents a responsible attempt to deal 
with a most vexing problem, but it is 
does 
the 
structure provided for review of tax 


nevertheless one which not seem 


to be consonant with statutory 
disputes. Although it cannot be denied 
that the Tax Court has a legitimate in- 
terest in the administration of the tax- 
ing statutes, if it is in fact more a court 
than an administrative agency, its pri- 
mary function is less the setting of broad 
policy than the adjudication of the par- 
ticular dispute submitted to it in each 
case. Its duty is not wholly analogous 
to that of the Commissioner, for it was 
intended to be independent of the tax- 
gathering agency. Whatever factors may 
justify the 


Commissioner’s policy of 


nonacquiescence are not necessarily ap- 


plicable to the Tax Court. While the 
Commissioner’s paramount interest in 
administrative considerations will at 


times lead him to act in the realization 
that a court of appeals precedent may 
eventually be rejected by the Supreme 
Court, the Tax Court, as a court, should 
uphold a taxpayer’s contention when, 
as applied to him as of the time it is 
made, it accurately represents the law 
of the circuit. 

“At the same time, the Tax Court in 
adopting its present position does not, 
it would seem, take full cognizance of 


the significance of the expanded scope 
of review presently vested in the courts 
of appeals. In the heyday of the Dobson 
rule, (320 U. S. 489 (1943)) when appel- 
late review was limited to cases where 
the Tax Court was “indubitably wrong” 
on a Clear-cut issue of law, some Supreme 
Court sanction 
for a different treatment of two tax- 
payers, in otherwise identical location 
and circumstances, simply because one 
chose the Tax Court, and the other the 
district court, as his initial forum. But 
Congress has rejected the Dobson rule, 
thus placing both courts of first instance 
in a similar relationship to the courts 
of appeals. Under this approach, divers- 
ity of treatment, if it must exist at all, 


may have been found 


is to reflect the fact that the taxpayers 
live in different circuits rather than that 
they chose a different forum. When this 
factor is coupled with the implications 
of the Tax Court’s primarily judicial 
quality, it seems clear that it is the duty 
of that court to recognize the right 
which the taxpayer’s appellate forum 
has adjudged him to have. To adopt the 
position the Tax Court has taken, is, 
in effect, to tell the taxpayer that he 
may obtain full recognition of his rights 
only if he is willing and able to suffer 
the additional expense of a further ap- 
peal, including the necessity of paying 
the asserted deficiency at once or of 
posting bond. In establishing the Tax 
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Court, Congress intended it to provide 
the taxpayer with a means of obtaining 
redress cheaply; the Tax Court’s posi- 
tion seems hardly consonant with this 
legislative mandate. 


The Tax Court’s Position 


“In adhering to its position of auto- 
nomy, the Tax Court is concededly pro- 
moting uniformity in its own decisions, 
and when there is no appeal, in ultimate 
result as well. It is true, of course, that 
uniformity of interpretation and_ re- 
sult is desirable, both within the Tax 
Court and among the circuits. But uni- 
formity should not be sought by de- 
nying justice to the individual litigant. 
The recognition by the Tax Court of 
the authoritativeness, in its circuit, of 
a court of appeals precedent, would not 
require it to abandon all attempts to 
arrive at its own conception of proper 
tax policy. As to all taxpayers whose 
circuit courts have not held otherwise, 
the Tax Court is free to give effect to 
its own views. Even within the juris- 
diction with which the Tax Court finds 
itself in 
could be made to an articulation of the 
grounds for its disapproval of the ap- 
pellate court precedent it is reluctantly 
following in an attempt to persuade the 
latter tribunal to adopt its position. 

“Although the achievement of uni- 
formity may to some degree be amen- 


disagreement, no _ objection 





YOUR EDITOR AGREES that the obsta- 
cles in the path of correcting Tax 
Court appeals are indeed formidable. 
There is, we note, a new study of 
Federal tax procedure under con- 
sideration by the Bar 
Foundation, and this problem of the 
jurisdiction of the Tax Court and the 
overlapping of various jurisdictions 


American 


is proposed as one of the topics. Pre- 
liminary organization of the project 
was reported at the annual meeting 
of the ABA Section of Taxation by 
the Section Committee on Legal Re- 
search. Stanley S. Surrey, the Chair- 
man, said that the project “related 
primarily to the following aspects of 
Federal tax procedure: 

Judicial Forums. The present juris- 
diction of the Tax Court, District 
Courts and Court of Claims; the 
problems of overlapping and conflict- 
ing jurisdiction; the problems of jur- 
isdictional requirements. 





STUDY OF TAX COURT JURISDICTION 


Efficiency of Operation of Judicial 
Machinery. The procedures followed 
in the hearing and treatment of tax 
cases, especially in the Tax Court. 

Effect of Litigation Policy of Gov- 
ernment. The effects of the Govern- 
ment’s litigation policies, and its prac- 
tice regarding published acquiescence 
and nonacquiescence.” 

Mr. Surrey explained that the 
American Bar Foundation had previ- 
ously asked the Section of Taxation 
to recommend research projects to it. 
Recommendation of this project was 
made, together with suggestions as to 
its operation, and it was indicated 
that the research basically would be 
under the auspices of the Section on 
Taxation. The Board of Directors of 
the Foundation have approved the 
project in principle, subject to final 
action after a detailed plan of pro- 
cedure and a proposal for financing 
are submitted. w 
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able to Supreme Court action, the pri- 
mary responsibility rests with Congress, 
for the basic cause of diversity in the 
application of the revenue law is struc- 
tural and beyond the power of the 
courts to correct. The courts of appeals 
are, in a very real sense, courts of last 
resort, and so long as appellate review 
in the bulk of tax cases is by way of 
the “inverted pyramid’”—one trial court 
and eleven appellate courts—diversity 
will persevere. If uniformity is accepted 
as a principal goal of tax administration, 
then the the creation 
single Court of Tax Appeals becomes 
compelling. But in view of the over- 


case for of a 
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whelming professional hostility to pro- 
posed changes of this nature, uniformity 
in the application of the revenue laws 
will remain little more than a_ pious 
wish. The primary basis of the objec- 
tions to the proposal is the belief, that, 
in view of the great importance of mat- 
ters of general law in the adjudication 
of tax disputes, ultimate reliance should 
not be placed in specialization but in 
“the healthy approach and broad ex- 
perience of the Federal courts in the 
field of substantive law.” There is a 
fear that a specialized court of tax ap- 
peals would become unduly receptive to 
the Commissioner’s point of view.’ * 


Practitioners urge new procedures for 


settling tough cases within IRS 


W HEN TAX CASES are taken above the 
agent level in the IRS, they 
should be divided into two categories: 
(1) those with simple issues or small 
amounts of tax in dispute, and (2) 
those with complicated issues or large 
amounts of tax. The present Group Chief 
Conference should be used for the first 
category, and a new procedure should 
be established to improve handling of 
the second category. 

These are among the principal rec- 
ommendations of the Advisory Group 
of Practitioners appointed by the Mills 
Subcommittee on Internal Revenue 
Taxation. The Group points out that 
both Government and taxpayers had 
hoped that the changes made by the 
1952 would lead to 
quicker settlements, but they find that 
there is widespread dissatisfaction with 
the level 
above the examining agent. 


reorganization 


procedures at immediately 

The Group’s first report was the sub- 
ject of hearings by the Mills Subcom- 
mittee in January, and was released 
with the Subcommittee report in April. 
Here is the Group’s assessment of the 
present situation, and its recommenda- 
tions for a change: 

“Under the reorganization plan the 
Conference Group in the Office of the 
Internal Revenue Agent in Charge was 
eliminated and there was established in 
the District Office an in- 
formal conference procedure under the 
direction of a Group Chief. There have 
been many criticisms of this new in- 
formal conference procedure on various 
grounds: first, it has imposed a heavy 


Director's 


conference workload on Group Chiefs; 
second, in many cases the Group Chief 
may have prejudged the case through 
prior consultation with the examining 
agent, and, third, the Group Chief is 
often reluctant to overrule the action 
of the examining agent under his di- 
rection. 

“Nevertheless, polls taken by the Ser- 
vice have indicated that a majority of 
the taxpayers’ representatives and Ser- 
vice personnel believe that the informal 
Group Chief Conference procedure 
serves a useful purpose. In the fiscal 
year 1955, 25,928 informal group con- 
ferences were held, resulting in agree- 
ments being reached in 18,484 cases, or 
about 71% of the total; in the fiscal 
year 1956, agreements were reached in 
19,126 cases out of 29,803 informal con- 
ferences held. These statistics do not, 
of course, reflect the volume of cases 
never submitted for a conference at this 
level on the part of practitioners or tax- 
payers for various reasons, one of which 
could be lack of confidence in the utility 
of such a conference. Nor do they re- 
flect the cases where the taxpayer gave 
up and felt he had been badly treated. 
A high percentage of agreements has 
apparently been reached ‘in cases in- 
volving relatively simple problems. The 
informal conference procedure is ap- 
parently working satisfactorily in the 
handling of smaller cases and less com- 
plex cases but, in the view of the Ad- 
visory Group, it is of small value when 
applied to more complex cases. 

“Because of this situation the Com- 
missioner has very recently directed 


that there be created in the District 
Director’s Office a new post known as 
“Conference Coordinator.” His role in 
connection with informal conferences 
was prescribed by Mimeograph 56-96, 
issued September 7, 1956. (Rev. Proc. 
56-34, IRB 1956-45, 32, November 5, 
1956). 

“The Conference Coordinator will 
have the task of reviewing all cases 
prior to the scheduling of an informal 
conference and of assigning each case 
for conference to an appropriate per- 
son, either the Group Chief of the 
examining agent, another Group Chief, 
or the Conference Coordinator or his 
staff. A taxpayer is afforded the right 
to request the Conference Coordinator, 
for good cause, to schedule a confer- 
ence with a person other than the ex- 
amining agent’s Group Chief. 

“This new procedure holds promise 
for considerable improvement over the 
Group Chief informal conference pro- 
cedure. Although the procedures under 
that Mimeograph are now in process of 
being put into effect (slowly, it appears, 
for personnel reasons), they are virtu- 
ally untried and are subject to modifi- 
cation based upon operating experi- 
ence. This group feels that those basic 
procedures should be given an extended 
fair trial and then reappraised. 

“Your Advisory Group feels that this 
change, however, will prove to be inad- 
equate. In addition to this procedure 
it is recommended there be reinstated 
in the District Director’s Office a group 
similar to the Conference Group in ex- 
istence prior to reorganization, but on 
a very modified and special basis as de- 
veloped hereinafter. 

“Cases considered for settlement by 
the District Director’s Office 
divided into two general classifications: 


may be 


1. Cases involving relatively little 
tax or relatively simple factual issues. 

2. Cases involving large amounts of 
tax or complex factual or technical is- 
sues. 

“Typical of the cases in ‘Class 1’ are 
those involving such disputes as allow- 
able travel or entertainment expenses, 
the expense or capital nature of im- 
provements, minor depreciation prob- 
lems, and unreasonable compensation. 
This Group understands that such cases 
comprise by far the bulk of the cases 
presented for settlement at this level 
and that for them the informal Group 
Chief Conference has been relatively 
satisfactory. For ‘Class 1’ cases, there- 
fore the Group feels that the procedure 
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outlined in Mimeograph 56-96 will prob- 

ably work satisfactorily and need not 

be changed. 
“The ‘Class 2’ 


special consideration. 


need 
the 
cases most likely to burden the appel- 


cases, however, 


These are 
late staff or the courts. It is the recom- 
mendation of this Group that the tax- 
payer be required, prior to the sched- 
uling of a conference, to file an elec- 
with the Conference Coordinator 
specifying whether he wishes an in- 
the Group 
conference 


tion 


formal conference with 


Chief or instead wishes a 
the 


members of his staff. If the taxpayer 


with Conference Coordinator or 
requests a hearing before the Confer- 
ence Coordinator or his staff, the tax- 
payer should be required, prior to any 
to file a written statement 
or memorandum setting forth his posi- 


conference, 


tion on each issue raised by the examin- 
ing agent with respect to both the facts 
and the supporting legal authorities. 
“In order to settle even the complex 
and larger cases at the District Direc- 
tor’s level, the Conference Coordinator 
and his staff should be given substanti- 
ally the same final settlement authority 
as was given the Conference Group 
the Further- 
determinations of Confer- 
ence Coordinator and his staff in these 


prior to reorganization. 


more, the 
cases should be subject only to post- 
review and not subject to the review 
stafl approval required for settlements 
by the Group Chief. 
“This recommendation for modifica- 
tion in procedures under Mimeograph 
56-96 essentially contemplates the classi- 
fication of settlement conferences into 
the District 
level, with the taxpayer being required 


two groups at Director’s 
to decide upon one or the other, but 
without having the right to a confer- 
ence with both. 

“Of course, if the Conference Coordi- 
that a 
assigned for conference in his office, he 


nator believes case should be 
should continue to have the authority 
to assign it even in the absence of a 
request by the taxpayer. 

“The majority of taxpayers will prob- 
ably continue to prefer the informal 
Group Chief Conference because ‘Class 
|’ cases comprise by far the bulk of the 
Neither the nor the 
Service should be required to comply 
the formalities recommended for 
the ‘Group 2’ cases where the informal 
conference with the Group Chief suffices. 

“In a sense the recommendation pro- 
vides as to a limited class of cases for a 


cases. taxpayer 


with 


return to the procedures of the Confer- 
ence Group prior to reorganization, pro- 
cedures which your Advisory Group 
strongly believes had many desirable 
attributes, particularly in relation to 
complex and large cases. The recom- 
mendation, however, does preserve the 
benefits of an informal conference pro- 
cedure for all other cases. 
that recommendation for a special con- 
ference for ‘Class 2’ cases will require 
some enlargement of the Conference 
Coordinator's staff compared with that 
presently contemplated and the develop- 
ment of appropriate procedures. Never- 
theless, we believe that the suggested 
modification in Mimeograph 56-96 
should be helpful in settling both simple 
and complex cases at the lowest pos- 
and reduce the 
cases being passed on to the Appellate 
Division. 

“This further 
that in ‘Class 1’ cases the Service elimi- 


We realize 


sible level number of 


Group recommends 
nate the necessity for the preparation 
of a conference report by the Group 
Chief in addition to the report by the 
examining agent. This duplication of 
paper work appears to be a major con- 
tributing factor in the heavy additional 
workload placed upon Group Chiefs. 
It would appear sufficient, after the in- 
formal conference, for the agent to pre- 
pare a complete report for the approval 
and signature of the Group Chief set- 
ting forth the terms of the settlement 
or the results of the conference in case 
of disagreement. Thus, the Group Chief 
will continue to bear responsibility for 
the but 
of the extra burden of preparing the 
report himself.” 


conference will be relieved 


Appellate Division settlements 


A topic for endless debate among 
practitioners is whether or not to go 
directly District Director's 
Office to the Tax Court or to go to the 
Appellate Division. Many feel that no 


from the 


serious attempt at a reasonable settle- 
ment will be accepted by the Govern- 
ment unless the taxpayer has already 
petitioned the Tax Court, indeed not 
until the eve of trial. The Group finds 
this a serious defect. This is the prob- 
lem as they see it: 

“Where an agreement is not reached 
in the informal conference in the Dis- 
trict Director’s Office, a taxpayer may 
request the issuance of a 30-day letter 
for consideration in the Appellate Divi- 
sion. If he requests a 90-day letter, the 
90-day letter issues out of the District 
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Director's Office and the taxpayer may 
then file a petition for redetermination 
with the Tax Court. If the taxpayer 
requests a 30-day letter, he may then 
file a protest and the case is referred 
to the Appellate Division. If an agree- 
ment is not reached, then the Appellate 
Division prepares a 90-day letter, which 
is subject to legal review by the Regional 
Counsel's Office. Many taxpayers’ repre- 
sentatives by-pass the Appellate Divi- 
sion by requesting a 90-day letter from 
the District Director and go directly to 
the Tax Court. Among other reasons, 
they feel that they can expedite the 
final determination of their cases by 
going directly to the Tax Court and 
by-passing the Appellate Division. 

“In the fiscal year 1956, the Appellate 
Division received 13,816 non-docketed 
cases upon protest of the 30-day letter, 
and in addition received 2,697 docketed 
cases which it had not previously con- 
sidered. This represented a total case 
load of 16,513, or more than 4,000 over 
the previous fiscal year. In the fiscal 
year 1956, the number of non-docketed 
cases closed prior to Tax Court trial 
was 10,612. The number of docketed 
cases Closed by stipulation, dismissal or 
default, in the fiscal year 1956, was 
14,321, or about 2,000 less than in the 
previous fiscal year, and over 2,000 
fewer were 


closed than were received 
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during the year. Thus, the figures indi- 
cate an increase in the number of cases 
received by more than 4,000, and a de- 
crease in the number of settlements by 
about 2,000. 

“Your Advisory Group is disturbed 
by the fact that the Appellate Division 
continues to receive a substantial num- 
ber of docketed cases which it has not 
previously considered. This by-passing 
of the Appellate Division seems to re- 
flect a belief that the taxpayer’s posi- 
tion may be prejudiced by an attempt 
to settle his case in the pre-docketed 
stage. There are undoubtedly a num- 
ber of reasons for this feeling—the in- 
ability to cbtain prompt consideration 
of the case, the belief that a settlement 
cannot usually be worked out, and the 
reluctance to risk the raising of new 
issues at this level. 

“This Group believes it essential that 
cases not agreed to at the District Di- 
rector’s level be considered with the 
Appellate Division at the earliest pos- 
sible moment prior to docketing the 
case. The Service should take steps to 
ascertain the reasons for failure to pre- 
sent cases for settlement to the Appel- 
late Division prior to docketing and to 
institute measures where 
those reasons stem from Service failure 
to consider 


corrective 


such cases promptly, or 
from a Service attitude of insisting upon 
absolute perfection in disposing of 
cases so that the last possible dollar of 
revenue is obtained, or from a failure 
of Service personnel to abide by a salu- 
tary policy against the raising of new 
issues in the Appellate Division, or 
from other factors causing personnel 
reluctance to take responsibility for 
decision. 

“Your Advisory Group recommends 
that the Service give consideration to 
the following: 

Settlements—pre-dockeling stage. — 
That the Service investigate the rea- 
sons for the failure to settle more cases 
in the pre-docketed stage at the Appel- 
late Division level and to ascertain 
whether thai failure results in part from 
such with 


sufficient promptness and to create a 


failures to consider cases 
proper settlement atmosphere in which 
taxpayers and their representatives will 
have confidence that their position will 
not be prejudiced by attempts to reach 
a settlement with the Appellate Divi- 
sion at the pre-docketing stage. The 
Service should increase iis efforts, in 
accordance with the results of that in- 
vestigation, to prescribe and particular- 
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ly to implement policies and procedures 
facilitating prompt settlements in those 
cases. 

All 90-day letters issued from Ap- 
pellate Division. — That, in the inter- 
est of protecting the revenue, the prac- 
tice should be adopted of having all 
90-day letters issued from the Appellate 
Division rather than from the District 
Director’s Office, except possibly in 
emergency cases such as jeopardy as- 
sessments. Thus, all 90-day letters will 
be subject to the same careful consid- 
eration in the framing of issues, which 
may well become the subject of litiga- 
tion. 

Settlement authority of Regional 
Counsel. — That a further study be 
made by the Subcommittee and by the 
Service as to whether final settlement 
authority in all docketed cases should 
be lodged in the Regional Counsel, 
after consultation with and advice from 
the Appellate Division. 

“This Group in considering this mat- 
ter has been impressed by arguments 
supporting such a change and also by 
contrary arguments favoring retention 
of the present practice of requiring con- 
currence of Regional Counsel in settle- 
ments made by the Appellate Division. 
The problem must also be considered 
in light of its practicability under pres- 


ently foreseeable conditions with re- 


gard to available personnel and the 
discussion above. We do not at this 
time express an opinion on this matter 
but make our recommendation for 
further study because we consider it a 
question of importance. 

Early stipulations—docketed cases.— 
That better efforts should be made to 
stipulate and settle cases soon after they 
are docketed. Today, serious efforts to 
settle or to stipulate cases usually are 
not made until the eve of trial. The 
result is that many cases are tried that 
might have been settled, if an earlier 
opportunity had been given the parties 
to consider settlement possibilities. Con- 
ferences to consider settlement and stip- 
ulation should be called well in ad- 
vance of the time the case is scheduled 
for a particular calendar. We under- 
stand that one region is planning to 
institute a practice of sending out no- 
tices suggesting a stipulation of facts 
conference to taxpayers’ counsel within 
three months after the case is docketed. 
This will result in less delays on the 
part of both Government and _ taxpay- 
ers’ counsel. To some extent these de- 
lays are traceable to taxpayers’ counsel. 
Insofar as the Service is concerned, they 
appear to be largely a matter of over- 
loaded personnel, and personnel re- 
cruitment and attrition conditions as 
discussed above.” we 


IRS asks law that delinquent employers 


must deposit withholdings 


re REPORTS that some 350,000 
employers owe money withheld from 
employees’ wages for income taxes and 
social security to the Treasury have 
caused the Treasury to recommend leg- 
islation to require any delinquent em- 
ployer to deposit withheld taxes in a 
special bank account which could be 
drawn on only by the Government. 

In revealing the proposed legislative 
action, Assistant Secretary of the Treas- 
ury Fred C. Scribner, Jr. told the Sec- 
tion of Taxation of the American Bar 
Association that “there is much misun- 
derstanding of the degree of compliance 
in this field. Over $28 billion in em- 
ployment taxes and withheld income 
taxes were collected in the calendar year 
1955 and the aggregate figure for the 
last six .years is $139 billion. The tax 
delinquency account for withheld taxes 
for the six-year period prior to 1956 


represents only one per cent of the 
total collection of such taxes for the 
latest full calendar year and approxi- 
mately one-fifth of one per cent of the 
total for the last six years. 

“Accounts are closed either by collec- 
tion of the amounts due or by writing 
off the balance as uncollectible. The 
six-year write-off by the Internal Reve- 
nue Service amounts to only one-tenth 
of 1% of the six years collection. 

“Criminal remedies are now provided 
by statute and the Service can prosecute 
and convict employers when willfulness 
can be proven. There are many times 


however when, although it is quite ap- 
parent that the violations are inten- 
tional, we cannot sustain the burden 
of proving willfulness. 

“To provide us with an additional 
means of dealing with employers who 
fail to deposit on the due date or fail 
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to remit following deposit, we have 
asked the Congress to consider addi- 
tional legislation. The requested legis- 
lation would provide that following a 
failure to comply with the statutory 
provisions requiring deposits and sub- 
sequent payment, the District Director 
may notify the employer that because 
of such failure the employer must there- 
after weekly, or at such other less fre- 
quent time as specified in the notice, 
place the amount of withheld taxes in 
a separate bank account, disclosing in 
its title that it represents taxes collected 
and held in trust for the United States. 
The money from such account would be 
subject to withdrawal only for payment 
to the United States. 

“A notified employer who fails to 
comply with the requirements of the 
notification would be guilty of a misde- 
meanor and there would be no require- 
ment that willfulness or wrongful in- 
tent be proved to establish the crime. 

“District Directors would be given 
authority, once they were satisfied that 
the employer subject to the more rigor- 
ous regulations would comply without 
being forced to make special deposits, 
to authorize the employer to discontinue 
the making of such deposits. 

“This legislation, which would be ap- 
plicable only against those who have 
been in default, would give us an addi- 
tional and effective enforcement tool. It 
is, of course, for the Ways and Means 
Committee and the Finance Committee 
and then the Congress to determine 
whether or not they believe the legis- 
lation is advisable.” 

\s we go to press the House Ways & 
Committee the 


Means has approved 


Bill; opinion in informed quarters is 


that it will pass both Houses. 


Wide variety of settlement 
practices found in IRS 


SETTLEMENT of contested tax cases within 
the Internal Revenue Regions varies 
widely, it is suggested by results of a 
survey conducted among lawyers by the 
Committee on Organization of the In- 
ternal Revenue Service of the Section of 
Taxation of the American Bar Associa- 
tion. James K. Polk of New York, chair- 
man, discussing these findings of his 
committee’s study said that the results 
were considered too fragmentary to be 
released. He also said that the 263 re- 
plies obtained from the Committee’s 
questionnaire was statistically too small 
a sample to provide reliable data. 


It was revealed, however, that in one 
Region, 35 cases were taken to the 
Appellate Division and none settled 
there; in another Region 40% to 50% 
were settled in the Appellate Division; 
in a third Region all cases taken to the 
Appellate Division were settled. w 


Why some requests for 

rulings run into trouble 

THE REASON many requests for advance 
rulings from the Internal Revenue Ser- 
vice run into trouble is because (1) many 
of these requests involve a point whose 
answer is clear in existing statutes, 
decisions, and rulings, and (2) many 
such requests are very poorly drawn, 
making it difficult or impossible to 
identify the issue in question. These 
points were made by Fred C. Scribner, 
Jr., Assistant Secretary of the Treasury, 
at the recent annual meeting of the 
American Bar Association. The Service 
feels that there are too many requests 





Understatement sufficient to extend 
statute not proved. The burden of prov- 
ing that taxpayer omitted income equal 
to 25% of that he reported was, the 
court holds, not met. It found the Tax 
Court erred in holding the omission 
proved and the years open. For one year, 
the Commissioner’s computation was 
clearly incorrect—he lumped together 
computations on different theories. For 
the second year, the agent himself testi- 
fied he was not sure his figures were 


a-ael 


correct. Wood, CA-5, 6/28/57. 


Must sue U. S. within six years of refund 
for interest on the overpayment. The 
IRS points out that filing a Form 873 
for additional interest on a refund does 
not protect the taxpayer against the 
running of the statute of limitations. 
The Code has no specific provision 
covering these claims, therefore the gen- 
eral rule applies that suit must be 
brought within six years. A cause of 
action for interest on an overpayment 
of tax arises, and the six-year statute of 
limitations begins to run when the re- 
fund is allowed. To protect his rights, a 
taxpayer must within that time file a 
civil suit against the U. S. Rev. Rul. 
57-242. 


Lien for beneficiary's unpaid tax upheld 


New procedural decisions this month 


~I 
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for advance rulings, and that practi- 
tioners could obtain the certainty they 
need from presently established prece- 
dents. The Service further feels that 
greater care and skill in preparation of 
the request would go a long way toward 
speeding up the handling. w 


IRS to make major revisions 
of forms and instructions 

THE INTERNAL REVENUE SERVICE is 
undertaking a major study of its forms 
and instructions, looking to substantial 
improvements in return forms and re- 
lated documents for the tax year 1959. 
Recommendation of practitioners are 
welcome. The Section of Taxation of 
the American Bar Association will ap- 
point a special committee to study this 
whole matter, and will welcome sug- 
gestions from individual lawyers. Recom- 
mendations can be forwarded to the 
committee through the Sections’s office 
in Washington. vr 


though trust is spendthrift. The Gov- 
ernment levied on taxpayer’s interest as 
a beneficiary of a spendthrift trust for 
his unpaid taxes of over $150,000. The 
court holds the lien is unaffected by the 
spendthrift provisons of the trust. Total 
income, without allowance for living 
cost must be paid to the government. 
Leuschner, DC Calif., 3/28/57. 


Extending time to assess corporation ex- 
tends it for transferees. The court finds 
that the transfer of all a corporation’s 
assets, subject to its liabilities, to its 
stockholders (who carried on the _ busi- 
ness as a partnership) rendered the 
corporation insolvent and therefore the 
stockholders are liable for prior-year 
corporate income taxes. Waivers, signed 
for the corporation, extending the time 
for assessment of tax, extend the time 
for asserting tax against the transferees, 
since the time for assessing the trans- 
ferees is, under the Code, one year after 
expiration of time for the taxpayer. 
Mission Co., DC Cal., 6/10/57. 


Consent within 5 years extends the 
statute of limitations. After the three- 
year period for assessment of additional 
taxes had expired, but before the ex- 
piration of the five-year limitation 
period, taxpayer consented to extend 
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the period of limitation. The amount of 
income understated was over 25% of the 
gross income. Assessment within the ex- 
tended period is valid, since the exten- 
sion was made before the expiration of 
when income is 
9, 5/29/57. 


the time prescribed 
omitted. Azevedo, CA 


Income omitted is only half of capital 
gain; year closed. [Acquiescence]. The 
Tax Court held that the splitup of their 
corporation by two equal stockholders 
was taxable. To determine whether the 
stockholders’ the in- 


years were open, 


come omitted is computed, the Tax 


Court held, as the 50% of long-term 
gain taken into account. So computed, 
this taxpayer did not omit 25% of his 
gross income, and as to him the year is 


27 TC 647, acq. IRB 


closed. Edwards, 


Agent and EPT Council considered new 
issue in amended claim; this waived late 
filing. [Acquiescence]. Taxpayer filed a 
timely claim for refund of excess profits 
tax based upon a carryback. After the 
three-year limitation period expired, it 
filed an “amended claim” asking for 722 
relief. This new issue was not therefore 
timely. However, in the light of subse- 
quent conduct by the Commissioner in 
the the 


court holds the latter was fused with the 


considering amended claim, 


original timely claim warranting allow- 
ance of the requested refund. Wilming- 
ton Gasoline Corp., 27 TC 500, 


IRB 1957-23. 


ac q- 


Can't bring suit in Court of Claims 


while district court suit for same years 
is pending. The Court of Claims denies 
claim for re- 


jurisdiction of taxpayer 


fund of 1940 and 1941 taxes. The tax- 
payer claimed that an agreement had 


been reached in 1949 after a long series 
the 


became 


of conferences and amount then 


agreed upon an ‘‘amount 
stated.” However, the taxpayer had pre- 
viously begun suit in the district court 
for refund for these and other years in 
which it argued specific errors in the 
assessment. This court says that the tax- 
payer is attempting to bring suit in two 
courts for identical tax years, the only 
difference being the theory under which 
it proceeds. Having begun in the district 
court, the cannot be heard 
here. Los Angeles Shipbuilding & Dry 
Dock Corp., Ct. Cls., 6/5/57. 


taxpayer 


Tax Court has no jurisdiction over 
earlier overpayment applied to taxable 


September 1957 


year. In 1944 taxpayer overpaid her 
estimated tax for that year by some 
$2,400. On her 1945 income tax re- 
turn, (actually filed in. 1952) she applied 
the 1944 overpayment and later sought 
to apply the excess so produced against 
a conceded deficiency for 1945. The 
Commissioner assessed the full amount 
of the deficiency. The court concludes it 
has no power to rule as to whether the 
credit can be taken since the year 1944 
was not put in issue and the full amount 
of the 1945 deficiency was conceded. 
Schmidt, 28 TC No. 38. 


Stockholders liable as transferees for 
corporation’s unpaid tax. A corporation 
sold all its assets and immediately liqui- 
dated and distributed all of its prop- 
erty to its stockholders. The stockholders 
are held liable as transferees for the tax 
for the corporation’s last taxable period. 
Corey, TCM 1957-87. 


Commissioner waived inadequacy of re- 
fund claim by examining it. Taxpayer 
filed a claim for refund which, the trans- 
mittal letter said, was based on data con- 
tained in his accountant’s files. An in- 
ternal revenue agent called on the ac- 
counting firm and discussed the claim. 
The claim was subsequently disallowed 
and now the Commissioner says the 
claim was a nullity because it did not 
contain the facts on which it was based. 
The court holds, however, that the Com- 
missioner was informed of all the facts 
and was not prejudiced. The Commis- 
sioner having considered the claim on 
its merits waived strict compliance with 
the filing requirements. Stilwell, DC Va., 
5/23/57. 


Trustees’ exercise of discretion a differ- 
ent fact; no collateral estoppel by prior 
decision. Taxpayer's parents had created 
trusts of their appliance businesses for 
him and his two older brothers, the in- 
come payable to each beneficiary in the 
discretion of the trustees (the other 
brothers). For 1943 and 1944 the Tax 
Court held as to all three trusts that all 
income, distributed or not, was taxable 
to the beneficiaries because they ob- 
viously got all they asked for. At issue 
here is the trust for the youngest brother 
for 1945 and 1946. The Tax Court held 
litigation for 1945 and 1946 is barred by 
the doctrine of collateral estoppel. The 
circuit court reverses. In the prior years, 
the facts were different; then the trustees 


were not exercising discretion in ac- 
cumulating or distributing income. In 


the years presently at issue the trustees | 


had determined that it was necessary 
to withhold income for business reasons. 
The beneficiary had no control over the 
disposition of income. Flato, CA-5, 6/ 


10/57. 


Reliance upon an attorney does not 
avoid penalty for late filing. The same 
attorney was retained by the executors 
of two estates to prepare and file Federal 
estate tax returns. Both returns were 
filed late; in one instance, six months 
after the due date, and, in the other, 
more than sixteen months. In the latter 
case, another return had been filed be- 
fore the deadline, but in an admittedly 
inaccurate and incomplete form. In 
both cases, the executors professed 
ignorance of filing requirements, and 
complete reliance upon their common 
attorney. The Commissioner assessed the 
25% penalty for late filing. In affirming 
a district court decision upholding the 
penalty, the Ninth Circuit now stresses 
the factual nature of the inquiry as to 
the existence of reasonable cause for the 
delay. The filing of a tax return is a 
personal, non-delegable duty which can- 
not be discharged by mere _ reliance 
upon an expert. Nor does the filing of 
an admittedly defective return before 
due date relieve the 
liability for the penalty. Ferrari, CA-9, 


6/7/57. 


the taxpayer of 


Corporate return signed only by presi- 
dent insufficient (old law). A corpora- 
tion which owned and operated a single 
rental property kept no books or other 
records. The court upholds the Commis- 
sioner’s computation of the corporate in- 
come on the basis of the cash receipts 
and disbursements method. Purported 
corporate returns for 1946-1948 signed 
held 
sufficient because not signed by the two 
the 1939 Code. 
[Under the 1954 Code a corporate re- 


only by the president are in- 


officers designated in 


turn need be signed by only president 
or vice president or treasurer or assist- 
ant treasurer or chief accounting officer 
or any authorized officer.—Ed.] Penalties 
for failure to file returns are upheld. 
Bellevue Mfg. Co., TCM 1957-94. 

Commissioner’s allegations (including 
fraud) stand admitted upon nonappear- 
ance. A corporation which had been 
assessed income taxes and fraud penal- 
ties transferred its assets to taxpayer, its 
stockholder, without consideration and 
while insolvent, in order to conceal the 
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assets from the Government. Although 
the Commissioner is required to sustain 
the burden of proof as to transferee 
liability, the court holds since taxpayer 
failed to appear at the hearing and 
reply, the Commissioner’s allegations of 
ad- 
mitted, and the admissions dispensed 


transferee liability were deemed 
with 
TCM 


sioner is held to have met his burden of 


any necessity of proof. Accardi, 


1957-74. Similarly, the Commis- 
proof as to the fraud where he made 
affirmative allegations in his answer and 
there was no denial or appearance on 
behalf of taxpayer. Accardi, TCM 1957- 


13. 


Refund procedures for sick puy claims 
resulting from Haynes decision. In the 
light of the Supreme Court decision in 
Haynes, the Service now agrees that an 
employee may exclude from his gross 
income under the 1939 Code as “health 
insurance,” sickness disability benefits 
received under an employer's “plan” 
even though the plan does not contain 
features present in normal commercial 
insurance. Procedures to be followed in 
connection with refund claims involving 
the exclusion under the 1939 Code are 
outlined in Rev. Proc. 57-23. 
Taxpayer requested but did not receive 
extension for filing; penalty improper. 
icquiescence|. Taxpayer filed a blank 
form with an attached letter asking for 
extension of time fer filing its return. 
It received no reply. It filed a complete 
return within the time it had requested. 
The Tax Court held it 
able cause for its late filing and refused 


had a reason- 
to permit a penalty. Kyron Foundation, 
27 TC 37, acq. IRB 1957-23. 


Can’t relitigate year cf worthlessness in 


carryback claim. [Certiorari denied]. 
l'axpayer claimed a deduction for worth- 
less stock in 1945 and a five-year carry- 
forward. In a controversy over taxpay- 
er’s 1946 taxes, the Fourth Circuit had 
determined that the stock became worth- 
less prior to December 31, 1941. Tax- 
payer is estopped from contesting that 
decision by collateral attack. Cooper, 
cert. den., 3/4/57. 


874 though not statutory closing equit- 
ably estops taxpayer; IRS relied on it. 
Taxpayer and the head of the Division 
874 
embodying a compromise settlement of 


Technical Staff executed a Form 
several years’ taxes. The years were open 
by waiver for about one year after that 


settlement but taxpayer waited until the 
years were closed for additional assess- 
ment to bring this suit. The court holds 
that while the 874 was not a closing 
agreement which under the Code would 
prevent a reopening, still the taxpayers 
are estopped from repudiating it. The 
IRS relied and refrained from 
assessing additional tax during the year 
it could have done so. Cain, DC Ark., 
6/4/57. 


on it 


Can't litigate self-employment status by 
suit for declaratory judgment. Taxpayer, 
in connection with a suit for refund of 
taxes, sought to have his status as a self- 
employed person determined by the 
jury. The district court’s decision that 
this is a request for declaratory judg- 
ment relief is afhrmed. A taxpayer may 
not bring suit for a declaratory judg- 
Federal Car- 
19/57. 


ment respecting taxes. 


michael, CA-5, 6 


On remand, Tax Court restates findings 
of fact. Taxpayer, a physician, had not 
reported income from illegal operations. 
The Commissioner estimated his income 
on the basis of morphine purchased and 
charged him with $142,000 for 1948 and 
$72,000 for 1949. The Tax Court (TCM 
1955-238) reduced this to $115,000 and 
$55,000. On appeal, the Fourth Circuit 
vacated and remanded to find the facts 
on which this holding was based. The 
Tax Court judge who made the earlier 
decision having retired and neither the 
Commissioner nor the taxpayer filing 
new evidence, the court now repeats the 
finding of drugs purchased, which would 
support an income in excess of that pre- 
viously found by the Tax Court. Mac- 
Crowe Estate, TCM 1957-103. 


No interest on overpayment made after 
assessment to which credited. The IRS 
for 1943 
against a deficiency for 1945 and allowed 
no interest. The court holds that this is 
proper because the 1943 tax payment 


credited an overpayment 


(later held to be an overpayment) was 
made after the assessment of 1945 tax. 


Snyder, DC Cal., 5/28/57. 


Penalty for willful failure to file is 
constitutional [Certiorari denied|. The 
Fifth Circuit 
merit taxpayer's 


as without 
that the 
penalty for willful failure to file a de- 


characterized 
argument 


claration or to pay estimated tax is un- 
constitutional as usurping the judicial 
function of levying penalties. Walker, 
cert. den., 6/24/57. 
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Are support rights 
“consideration?” 


THE 1954 Cope brought some certainty 
to the tangled question of whether prop- 
erty transfers upon divorce or separa- 
tion are taxable gifts. Section 2516 of 
the Code provides that transfers settling 
the marital rights of a spouse (or pro- 
viding an allowance for the support of 
children) are transfers for “full and ade- 
consideration” if entered into 

of But Sec- 
OF 


2516 applies only to gift tax. There 


quate 


within two years divorce. 
tion 
is no parallel provision in the estate 
tax. Section 2043(b) provides that a 
relinquishment of dower, a 
of 


is not consideration in money’s 


Statutory 
right election, or “other marital 
rights” 
worth. At first glance the Commissioner’s 
Regulations under this Section appear 
favorable, but they really are a retreat 
from the Service’s position in 1946 Rul- 
19. 
treat is the position of the Commis- 
in the McKeon 
'C 697 (1956). 


The Regulations provide that a trans- 


ing ET Further evidence of the re- 


sione! recent case, 25 


fer to discharge the settlor’s obligations 
to support is a transfer for the requisite 
consideration, but only if (1) under local 
law the transfer operates completely to 
discharge the decedent's obligation to 
support; or (2) the transfer is made to 
carry out a decree of divorce, separate 
or is in- 


maintenance, or annulment, 


corporated in or approved by such 
decree. Thus, the Regulations extend to 
the estate tax some of the gift tax bene- 
fits of 2516. 

The Regulations are not as generous 
1946 the Service 


issued ET 19 which ruled that a wife’s 


Section 


as they may seem. In 


support right was not one of such 
“other marital rights” for both estate 


and gift tax purposes and that to the 
extent that a transfer made pursuant to 


a legal separation agreement or a 


divorce decree did not exceed the rea- 


1 Adriance v. Higgins, 113 F2d 1013 (2d Cir. 


1940); Helvering v. United States Trust Co., 121 
F2d 576 (2d Cir. 1940); Meyer v. Commissioner, 
110 F2d 367 (2d Cir.), cert. denied, 310 U.S. 651 
(1940). 


A. MANNING 


sonable value of the spouse’s support 


rights, it was to be treated as made for 


the requisite consideration. 

It appears that the Service has aban- 
doned ET 19 and will now try to en- 
force the stricter requirements of the 


Regulations. In Estate of Robert M. 
McKeon the Service invoked decisions! 
which had been disavowed by ET 19 


and persuaded the Tax Court to include 
in the gross estate property transferred 
to provide support for the decedent’s 
widow in accordance with a separation 
agreement that was not followed by a 
the Government failed 
persuade the Tax Court that a transfer 
under such agreement in satisfaction of 


decree, but to 


a child’s support rights must also comply 
with the requirement now in the Regu- 
lations that the transfer must operate 
completely to discharge the decedent's 
obligation to provide such support. 


Gift hazard in planning 
marital deduction trust 


\ COMMON METHOD of qualifying prop- 
erty for the marital deduction is to give 
the surviving spouse the income from a 
trust for her life and a general power 
to appoint the principal by deed or will. 
In deciding how much property should 
be placed in trust to qualify for the 
marital deduction and thus be exposed 
to taxation in the estate of the surviving 
spouse, it would be a comfort to permit 
the surviving spouse to choose at her 
husband’s death precisely how much of 
the trust benefits to accept and how 
much to disclaim. Thus, at the crucial 
time she could measure the size of her 
husband’s estate and her own, and ac- 
cept just so much of the benefits of the 
trust under her husband’s will as would 
produce the least amount of the aggre- 
gate estate taxes payable by both 
estates. 

Many wills have been drawn on the 
faith that such partial disclaimer by the 
wife would trick. There 
been warnings, however, that the man- 
euver would be questioned. Now the 


do the have 


Regulations make clear that a spouse 
may not accept part of the benefits of 
such marital-deduction trust and decline 
the rest and thereby cut down the tax- 
able amount of her power of appoint- 
ment. 

The Regulations define a disclaimer 
of a power of appointment as a com- 
plete and unqualified refusal to accept 
the rights to which the donee of the 
power is entitled, and flatly state that a 
disclaimer of a power over part of the 
appointive property is not such a re- 
fusal. Thus, the Regulations necessarily 
imply that a partial disclaimer of a 
power is a partial release thereof which 
is taxable as a gift; and if as a result 
of the partial disclaimer assets are added 
to another trust under the will of which 
the widow is life beneficiary she has 
made a transfer caught by Section 2036. 
Whether it is sound to hold that a com- 
plete disclaimer is not a gift and that a 
partial disclaimer is a gift of the dis- 
claimed portion is questionable, but the 
Regulations now make it clear what will 
be the attitude of the Service regarding 
this marital-deduction maneuver. 


Beware of “specific portion” 
marital deduction trusts 


Prior To the 1954 Code, a trust did not 
qualify for the marital deduction unless, 
among other things, it was a separate 
trust, and the surviving spouse was en- 
titled to all the income for life and had 
a general power to appoint the entire 
corpus. The 1954 Code allows a marital 
deduction to the extent that the spouse 
received all the income from “a specific 
portion” of a trust and had power to 
appoint It was 
questioned whether the portions of in- 


“such specific portion.” 


come and of appointive principal had 
to match The Regulations 
state that they need not match, but in 


precisely. 


such case the deduction is allowable only 
to the extent of the smaller portion. 
The Regulations define “specific por- 
tion” to cover only a “fractional or per- 
centile share” and s y that a specific 
sum in dollars out of a larger fund is not 
a “‘specific portion.” This is an unneces- 
sarily narrow interpretation. A share 
expressed in dollars can readily be con- 
strued to be a “specific portion” as is 
recognized in dealing with the same 
problem in respect to life insurance pro- 
ceeds. True, insurance proceeds neces- 
sarily consist of an original sum of dol- 
lars, but it is equally true that the 
original value of the fund in which the 
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surviving spouse has a legal or equitable 
life estate has an equally fixed dollar 
value for tax purposes. This only sup- 


plies another reason why practitioners 
will do well to eschew the 1954 permis- 
sion to use “specific portions.” w 


lew estate & gift decisions this month 


Election deprives widow of tax-free 
share of estate; marital deduction re- 
duced. Decedent's will directed that all 
inheritance 


against his estate or its beneficiaries be 


estate and taxes assessed 
paid from a residuary trust fund. His 
widow renounced her interest under the 
will and elected, under Indiana law, to 
take her intestate share. Nonetheless she 
attempted to reserve her right under the 
will to have the taxes on such share paid 
the construction 


out of residue. In a 


proceeding, the Indiana Probate Court 
directed that taxes attributable to her 
share be paid out of the residuary estate. 
The Commissioner nonetheless reduced 
the marital deduction by the amount of 


such taxes. The court agrees with the 


Commissioner. Under the law of In- 
diana, the widow could not renounce 
the dispositive provisions of the will 


while at the same time retaining the 
benefit of its tax provisions. The decree 
of the Indiana Probate Court was the 
result of a non-adversary, undefended 
proceeding, and could not control in the 


present action. Street Estate, (Merchants 
Nat. Bank, Ex’r), CA-7, 6/20/57. 


Bequest to “benevolent” institutizns too 
broad; charitable deduction not allowed. 
left 
such charitable, benevolent, religious 


Decedent her residuary csiate to 


or educational institutions’ as her 
trustees determined. Construing the will, 
a Connecticut court found that ‘““benevo- 
broader than 


charitable.”” The former could include, 


lent” had a meaning 
for example, organizations which princi- 
pally did acts of kindness or to bring 
cheer to their members. Although the 
trustees never exercised this broader 
power its existence causes the bequest to 
fail to qualify for the charitable deduc- 
tion provisions for Federal estate tax 
purposes. Cochran Estate, (Hight, Exr.), 


DC Conn., 4/30/57. 


Gifts of stock in contemplation of death 
valued by including subsequent stock 
dividends. Decedent made various gifts 
of corporate stock admittedly in con- 
templation of death. The corporation 
followed the practice of capitalizing all 
earnings by stock dividends. By the time 


of decedent’s death, some additional 





stock dividends had been paid out of 
earnings subsequent to the gift. The 
Court holds these additional shares are 
includible in decedent’s gross estate as 
part of the value of the gift since all of 
the shares now represent the same pro- 
portionate interest in the corporation 
as at the time of gift. Four judges dis- 
sented, on the ground that only the 
property actually transferred by the gift 
the The stock 
dividends represented earnings after the 
gift. McGehee Estate, 28 TC No. 44, 5 
23/57. 


is includible in estate. 


Right to invade trust for medical ex- 
penses makes charitable remainder un- 
certain. Decedent’s will provided for a 
trust to pay a fixed annuity to each of 
three beneficiaries, remainder to charity. 
The trustees also had uncontrolled dis- 
cretion to invade corpus to pay medical 
expenses incurred by any of the bene- 
The all of 


advanced age and the Court said it was 


ficiaries. beneficiaries were 
not able to value the probability of 
corpus being invaded for medical ex- 
penses. Accordingly, the charitable re- 
mainder is uncertain and no deduction 
is allowed. Wilcox Estate, TCM 1957- 
91, 5/31/57. 


No marital deduction though state court 
approved outright share in lieu of life 
ixterest. Decedent and his wife joined in 
a joint and mutual will providing for a 
life estate in the surviving spouse with 
remainder to their son. The life estate is 
a terminable interest which does not 
qualify for the marital deduction. Under 
applicable Iowa law the joint will is 
binding on the survivor after decedent’s 
death. the 


entered agreement 


Nevertheless, wife and her 


son into an under 
which she was to receive her statutory 
share outright, and this agreement was 
embodied in a decree of a local court. 
The 
estate tax purposes, however, to change 
the 
under the will to an interest qualifying 
for the marital deduction. Elson Estate, 
28 TC No. 48, 5/24/57. 


decree is ineffective for Federal 


terminable interest bequeathed 


Life estate with power of disposition is 
terminable interest not qualifying for 
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marital deduction. Decedent left her en- 
tire estate to her husband “in fee 
simple”, but provided that property not 
disposed of at his death would pass to 
their sisters and brothers. The court 
holds that the husband's interest was a 
life estate with an unrestricted power of 
disposition during his lifetime and that 
it is a terminable interest which does 
not qualify for the marital deduction. 
In reaching this result the Court pointed 
out that the property not disposed of 
at the husband’s death would not be 
includible in the estate of the survivor. 
Marital deduction property generally is 
includible in the estate of the surviving 
spouse. McGehee Estate, 28 TC No. 44, 
5/23/57. 


Marital deduction for proceeds of real 
estate sale paid in lieu of dower. Deced- 
ent died intestate. In order to pay claims 
against the estate and administration 
expenses it was necessary to sell some 
Alabama which his 


life estate as 


real property in 
widow was entitled to a 
dower. Under Alabama law real prop- 
the 
dower only with her consent and the 


erty can be sold free of widow's 
cash equivalent of dower must be paid 
to her out of the proceeds. The Alabama 
land was sold for $1,600,000 and one- 
third was paid to the widow for her 
The holds the 


widow’s right to receive a portion of 


dower interest. Court 
the proceeds was not a terminable in- 
terest and qualifies for the marital de- 


duction. Crosby, DC Fla., 5/20/57. 


Decedent had no retained interest in 
trust for insane wife; not used for her 
support during his life. Decedent created 
a trust for the benefit of his wife who 
was incurably insane, the trustee having 
discretionary power to invade corpus if 
insufficent for 
her needs. During his liftime, however, 


the income should be 
he always supported her with his own 
funds. The court finds that decedent did 
not intend this trust to discharge his 
legal obligation to support his wife. Ac- 
cordingly it is not a transfer with re- 
tained right to enjoy the income and is 
not includible in his gross estate. Stone 
Estate (Colonial-American Natl Bank, 
Ex’r), CA-4, 4/8/57. 





Notes on new estate and gift deci- 
sions in this department are by Ed- 
ward P. Hannigan, member of the 
New Jersey Bar and associated with 
Harrison F. Durand in Newark. 
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Scheme for saving taxes in best-seller 


“The Philadelphian” not just fiction 


by I. H. KREKSTEIN 


While the Journal of Taxation doesn’t ordinarily go in for literary criticism, we 


thought you would be interested in a technical appraisal of the tax saving scheme 


that figures in a current best seller. When we read “The Philadelphian” we thought 


the scheme, which involved the Pennsylvania personal property tax on stockholders 


and the corporation tax on companies doing business in Pennsylvania, sounded all 


right, but to secure the views of one on the scene, we 


asked a man who is, 


I. H. Krekstein, CPA of the Philadelphia firm of Laventhol, Krekstein & Co., about 


it. As you might expect, he thinks the plan might not be as simple in real life as 


in the novel, although the general outline is quite workable. 


Le NEED A LITTLE background to un- 
derstand the tax story in Richard 
Powell’s excellent novel ‘“The Philadel- 
phian,” an interesting yarn about a 
Philadelphia lawyer who won a client 
from another law firm by showing her 
a tax saving of $200,000 annually. Let 
me explain briefly the Pennsylvania 
taxes involved. 

The County Personal Property Tax 
in Pennsylvania is imposed on individ- 
ual resident holders of intangible per- 
sonal property at the rate of four mills. 
In addition, the Philadelphia and Alle- 
gheny County School Districts levy a 


tax at the rate of four mills, and the 


City of Pittsburgh an added two mills. 
Thus, all Pennsylvania residents pay a 


minimum annual local tax of 4/10 of 


1%, residents of Philadelphia pay 8/10 
of 1%, and Pittsburgh 1%. Shares of 


stock in a corporation are included in 
intangible personal property so taxed, 
except that stocks of corporations or- 
ganized under the laws of Pennsylvania, 
are exempt, as are stocks of foreign 
corporations which are subject to Penn- 
sylvania’s Foreign Franchise Tax. 

The Franchise is an excise 
for the privilege of “doing business” in 
Pennsylvania, and is collected by the 
state at the of five 


Tax tax 


rate mills on the 


value of the corporation’s capital stock. 
The tax does not apply to foreign cor- 
porations engaged exclusively in inter- 
state and foreign commerce. Shares of 
such corporations, therefore, are sub- 
ject to Personal Property Tax. 

the 
“doing of business” is a question of 


In each case, what constitutes 
fact. If it is determined that a company 
does business both within and without 
the state, an allocation formula is ap- 
plied to the capital stock valuation to 
determine how much of the taxpayer's 
capital stock valuation relates to the 
privilege of doing business in Pennsy]l- 
vania. 

Pennsylvania tax men know that it is 
always possible for a foreign corpora- 
tion to 


arrange its affairs so as to be 


subject to Tax. However, 
there is the danger that the Franchise 
Tax liability may exceed the total Per- 
sonal Property Tax liability of the indi- 
vidual stockholders. In 
event, there is no tax benefit. 


Franchise 


resident such 


The Philadelphian’s plan 


In his story, Powell relates how Allen 
Oil Company, a New Jersey corporation 
doing no business in Pennsylvania, by 
the simple expedient of taking over the 
Pennsylvania operations of J. Arthur 


‘ 


i 


; 
Allen,. Incorporated, a wholly-owned 
subsidiary, became liable for Pennsyl- | 
vania Franchise Tax. As a result of the 
acquisition, the activities of the parent 
company in constituted 
the “doing of business” and the com- 


Pennsylvania 


pany became liable for Franchise pe 


in an amount equivalent to the tax 
previously paid by the subsidiary. ‘There- 
after, Mrs. Allen, a resident of one of 
the counties surrounding Philadelphia, 
who owned $50,000,000 worth of Allen 
Oil Company stock, was relieved of an 
annual tax liability of $200,000, the 
four 
Bax. 


mill County Personal Property 

The story makes good reading, and 
in essence portrays a successful tax plan. 
However, only in fiction can the device 
work so perfectly. No doubt Mrs. Allen 
eliminated a Personal Property Tax lia- 
bility of $200,000 annually. But in prac- 
tice, there are a few more tax hurdles 
to jump. As a certainty, foreign corpora- 
tions are liable for more taxes than the 
Franchise Tax. For one, the Foreign 
Excise Tax costs 4 of 1% of the value 
of all property in 
vania. This is not a recurring tax, but 
may be a substantial cost depending 
upon the value of the property involved. 

Another tax is the 6% Corporate Net 
Income Tax the 
turned to or ascertained by the Federal 


tangible Pennsyl- 


on net income re- 
Government. There is nothing in the 
law that provides for computing either 
this tax or the Tax the 
basis of the tax previously paid by the 
subsidiary Since Allen Oil 
Company, the parent, would be trans- 
acting business both within and outside 
of Pennsylvania, both taxes would be 
computed by applying an arbitrary stat- 
utory 


Franchise on 


company, 


allocation formula. Only by a 
coincidence could the amount of these 
taxes be the equivalent of the taxes 
previously paid by the subsidiary. They 
could be substantially more. However, 
readers of the novel are lucky. Had Mr. 
Powell contemplated such technicalities, 
his book undoubtedly would have made 
dull reading. 

In deference to Mr. Powell's knowl- 
edge of the subject and his depth of 
research, it should be stated that the 
device he handled so deftly has the 
blessings of the Pennsylvania courts. In 
American Sugar Refining Company, (51 
Dauphin 314 (1941) and 53 Dauphin 
219 (1942)), the court gave its approval 
to such schemes. It held the taxpayer 
had the right to appeal from the Com- 
monwealth’s refusal to impose Fran- 
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chise Tax against the company. In com- 
menting on the effort of the taxpayer 


to become liable for tax, the Court 
stated: 
“The situation is unusual. The tax- 


payer insists that it is liable under the 
Franchise Tax Act and insists upon pay- 
the tax. The Commonwealth con- 
tends that it is not liable. 


“The appellant’s desire to pay the 


Oo 
ing 


Foreign Franchise Tax may be explain- 
the fact that the shares of a 
corporation liable for Foreign Franchise 
lax are not subject to the Personal 
Property 


ed by 


Tax.” 

In that case, the Commonwealth con- 
tended that the Pennsylvania activities 
of American Sugar Refining Company, 
a publicly owned multimillion dollar 
company, were not sufficient to consti- 
tute the “doing of business” and refused 
$299.54 for 
the year admitted by the taxpayer to 


to assess Franchise Tax of 
be due. After reviewing the facts and 
considering the rights of the taxpayer, 
the Court in the following language 
decided the Commonwealth was wrong: 

“The defendant corporation was do- 
ing business in Pennsylvania and one of 
its rights was to acquire whatever ad- 
vantage the law gave to the shares of 
its stock in the hands of Pennsylvania 
residents by the payment of its Fran- 
chise Tax. If, by operation of law, its 
shares of stock in the hands of residents 
were free from a Personal Property Tax, 
that would be a valuable right accru- 
ing to the corporation to enable it to 
secure capital in Pennsylvania through 
the issuance of shares io prospective 
purchasers.” 

Thus, it is apparent that the device 
is legal and the small amount of Fran- 
chise ‘Tax compared with the amount 
of Personal Property Tax savings ap- 
pears to be immaterial. The only ques- 
tion involved is whether the company 
is “doing business” in Pennsylvania. 

However, the “doing business” issue 
is not as simple as it may appear and 
not all stories have as happy an ending 
as Mr. 
on its own facts and surrounding cir- 


Powell's. Each case must stand 
cumstances. The courts do not always 
the 


in M ississippt 


side with taxpayer. For instance, 
Central Railroad Com 
decided by the Dauphin 
(70 Dauphin 47 (1956)), 


the taxpayer also insisted that it was 


pany, recently 
County Court 
liable for Franchise Tax. However, the 
Court, after reviewing the facts, held 
that the company was not doing busi- 
ness in Pennsylvania and therefore was 


not liable for Franchise Tax. 
In of 
What may work and be practical in one 
case may not apply in all cases. This 
tax avoidance scheme or device, as legal 


conclusion, a word caution. 


as it may be, abounds with pitfalls. Since 
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it involves bringing into Pennsylvania 
for the purpose of taxation a corpora- 
tion which normally would be outside 
the taxing jurisdiction, the plan should 
be carefully checked and rechecked be- 
fore the plunge is made. * 


New England study shows how tax burden 


on business varies from state to state 


_ FEDERAL RESERVE BANK Of Boston, 
in a new survey just published, 
the variation in 
state tax burden on business and indi- 


shows how great is 


viduals. It also reveals that Massachu- 
setts is sharply more costly to business, 
taxwise, than nearly all other states. 
As an example of the forces at work 
in state and local taxation, and as a 
kind of the tax 
analyzing the tax-cost of moving to a 


guide to executive 
new state, we present here the signifi- 
cant passages from the bank’s monthly 
Business Review. 

Massachusetts is already widely known 
among businessmen as a high-tax state, 
and tax rates are frequently cited as a 
reason for not establishing plants, offices 
or other facilities in the state. Therefore, 
the threat of yet higher taxes, if they 
will be reflected in higher business costs, 
is not encouraging to the state’s future 
development. There is a widespread 
feeling that a crisis has been reached 
and that either substantial new revenues 
will have to be collected from existing 
sources or new revenue sources must be 


found. 


Tax rate in Massachusetts 


In 1953, the last year for which nation- 


wide data for local governments are 
available, per capita state-collected taxes 
in Massachusetts were about average 
relative to both all states and its chief 
competitors. Per capita local govern- 


ment tax collections, however, levied 
almost entirely against property includ- 
ing motor vehicles, were 50% above the 
national average, and per capita total 
local and state taxes were 24% above 
the national average. 

Tax collections as a portion of per- 
sonal income are also a measure of tax 
burden. Combined state and local tax 
collections in Massachusetts per thou- 
sand dollars of personal income were 
16% above the national average. Of its 
principal industrial competitors, only 
South Carolina’s $89.79 per thousand 


dollars of personal income was as high, 
while the corresponding figure was only 
$57.91 for Ohio and $62.05 for Penn- 
sylvania. 

Thus, the 1953 tax burden in Massa- 
chusetts was greater than in most com- 


parable industrial states. Massachusetts’ 
tax burden is probably slightly 


greater now than in 1953. 


relative 


In addition to looking at total tax 
collections, it is examine 


the particular taxes levied to see if the 


necessary to 
tax structure is such as to excessively 


burden business and thus hinder eco- 


nomic growth. 
Personal income tax 


Massa- 
chusetts are especially onerous on those 


Personal income tax rates in 
who receive income from invested funds. 
Such income, as well as capital gains on 
intangibles, is taxed at the rate of 7.38%. 
Hostility to this tax is increased by its 
discriminatory aspects, since wage and 
q "OF 
3.075%. 


This suggests a popular and legislative 


salary earnings are taxed at 
hostility to financial investment income 
which makes businessmen dubious about 
the nature of future tax legislation. Per- 
sonal antagonism toward the tax on the 
part of executives involved in plant lo- 
cation decisions and their estimates of 
its effect on attracting high-salaried per- 
sonnel seem to be real, although per- 
haps “irrational,” causes of some facili- 
ties not being located in Massachusetts. 
This is a case where emotional reaction 
to a tax may influence economic be- 
havior far in excess of what seems rea- 
sonable in view of the dollar and cents 


amounts involved. 


Corporation excise tax 


The Massachusetts corporation excise 
tax has often been criticized for its com- 
plexity, cost of computation, and un- 
certainty as to the amount of tax due. 
The law requires the computation of 
tax liability three ways, and payment of 
the largest amount obtained. 





3a 
hd 


—o 
ha heal 
te 
Ve 
haw 
lew 
ce 
hoe 


had 


e*z7@e8t @ 


a 


“= bts 


<s *& 


184 ¢ The Journal of Taxation 


Iwo of the formulas for computation 


of tax due are: one-twentieth of one 
per cent of Massachusetts gross receipts; 
one-twentieth of one per cent of the 
value of the capital stock. 

The third formula, and the one which 
usually yields the highest tax liability, 
is a combined income tax and tax on 
corporate wealth. Under this third form- 
Federal 


the rate of 6.765% 


ula corporate profits before 


taxes are taxed at 


including surtax. Under the second part 
of this third formula, the tax on corpo- 
rate wealth is at the rate of $6.15 per 
thousand, and is paid on whichever of 
two measures is greater. Usually the 
larger measure of wealth is the corporate 
“excess,” but if the value of tangible 
personal property not taxed locally is 
greater than the corporate “excess,” the 
tax is levied against such property. 
(Manufacturers pay local taxes only on 
Non- 


manufacturers are also taxed locally on 


real estate and motor vehicles. 
machinery.) 


Corporate “excess” is defined as “the 
fair value of its capital stock’ less cer- 
tain deductions. There are again two 
formulas for determining “fair value,” 
both including the actual value of net 
assets. Determining one’s precise tax bill 
involves endless points of dispute and 
uncertainty and frequently is settled 
only by negotiation with the tax com- 
mission. 

The differences in the impact of this 
tax upon different types of business are 
substantial. A survey of tax returns for 
1949, when the income tax levy was 
6.21%, that the 


manufacturing firm’s total corporation 


only showed average 


excise tax was 8.5% of income. Retail, 
wholesale and service businesses paid a 
slightly higher per cent. When manu- 
facturers were classified into 34 industry 
groups corporate excise taxes ranged 
from 11.2% of income for meat packing 
and 11.1% for hosiery and knitted goods 
to 7.3% For 
companies the fluctuations are much 


for bakeries. individual 
greater. There may be a large tax bill 
even when the firm makes a loss. 

A study for the Pennsylvania legisla- 
ture! determined the ratio of state and 
local taxes to book value of investment 
for 54 corporations with comparable 
and 
The 


showed that only Wisconsin taxes im- 


properties in Pennsylvania non- 


Pennsylvania _ locations. results 
posed a burden comparable to Massa- 
chusetts. 

Property taxes in Massachusetts are 
levied only by local governments, and 


September 1957 


only real estate, motor vehicles and the 
machinery of nonmanufacturers are so 
taxed. 


Property taxes: manufacturing firms 


A reasonably representative sample of 
twenty manufacturers 
opened their books to a state commission 


Massachusetts 


and provided blueprints and other ma- 
terial necessary for computing their po- 
tential tax bills if their plants had been 
2 Seven 


located in other states.? 
were selected for comparison. In order 


States 
to include local taxes, a specific city was 
selected in each state. 

The total tax burden for the median 
firm was greater in its Massachusetts lo- 
cation than it would have been in five 
of the seven cities used for comparison. 

Property total 
taxes in Massachusetts are undoubtedly 
underestimated in this study since many 
firms were located in smaller communi- 


taxes and _ therefore 


ties than the non-Massachusetts location. 
Except for this, total Massachusetts taxes 
might well have been higher than in 
any of the seven cities. 


Nonmanufacturing firms 


The most detailed study of Massachu- 
setts property taxes was done by the 
Massachusetts Federation of Taxpayers 
Associations,’ comparing taxes in Bos- 
ton with other cities, including some 
figures on other Massachusetts locations. 
The 1953 Boston tax burden on office 
building space was then more than two 
and a half times the national average 
and substantially above that of other 
large cities. 

Property taxes were 63.6 per cent of 
gross rental income for retail stores in 
Boston in 1953, while for eight other 
Massachusetts cities and towns, five of 
which were in the Boston Metropolitan 
Area in the 
Springfield Area, the corresponding per- 
centage was 26.9. For a sample of United 
States cities in nine states the percentage 
was 23.7. 


and three of which were 


When the average ratio of sales prices 
to assessed value of commercial property 
was determined for various cities and 
the tax rate then adjusted to represent 
the real rate per dollar of market value 
of the commercial property, the Boston 
tax rate per $1,000 of market value was 
computed as $88.02. For other cities the 
corresponding figures were: New York, 
$33.79 in Manhattan and somewhat less 
in the other boroughs; Pittsburgh, $34.41 
for properties in the new “Golden Tri- 
angle” and $28.07 for low-grade com- 


mercial and industrial property 
bined; a group of ten cities in New 
Jersey, from $49.82 in Jersey City to 
$28.11 in Trenton, with Paterson $33.05 
and Newark $39.44; Buffalo and Roches- 
ter $33.50; Chicago $25.55, and Char- 
lotte, North Carolina, $8.00. 

These other data that 


the property tax burden is extremely 


com- 


and indicate 
bad in Boston and high in other Massa- 
chusetts areas. Looking at property tax 
per capita, Massachusetts’ 
$94 in 1953 was exceeded only by that 
of New Jersey, which was very slightly 
higher.In 1956, per capita property taxes 
were $109 in Massachusetts and $107 in 
New Jersey. 


collections 


Assuming assessment of a new build- 
ing in Boston or elsewhere was 60 per 
cent of cost, Boston’s $80 tax rate would 
levy an annual charge of 4.8 per cent 
against initial investment, while another 
city’s $40 rate would be a 2.4 per cent 
charge against investment return. In- 
vestment in Boston is even less attractive 
than these figures suggest because of an 
unfavorable reputation for assessment 
practices. Boston is unique among major 
cities in not having had a hotel or gen- 
eral office building constructed 
1927. It is the only one of 52 


since 
cities in 
which the total value of real estate de- 
clined during 1955, according to the 
National Association of Assessing Ofh- 
cers. 


Conclusions 

The available evidence supports the 
that 
setts manufacturer pays about the same 


conclusion the average Massachu- 
amount in property taxes as his competi- 
tors in other states, but much higher 
taxes on income and capital. Some less 
fortunate firms in Boston and elsewhere 
pay exceptionally high property taxes. 

Measuring the precise impact of these 
taxes on and economic 
growth is impossible because of the 
many factors involved. However, it does 
seem clear that taxation of business in 
Massachusetts is already sufficiently high 
relative to competing industrial states 
that meet de- 
mands for new tax revenue by increas- 
ing property or corporation taxes. 

The greatest criticism of the personal 
income tax is its present rate structure, 


investment 


it would be unwise to 


1 Commonwealth of Pennsylvania, Report of the 
Tax Study Committee (The Tax Problem, May 
1953). 

2 Commonwealth of Massachusetts, Report of the 
Special Commission on Taxation, Part IV 
(House, No. 2611, June 1951). 

® Massachusetts Federation of Taxpayers As- 
sociations, Property Tax Study, Part I, Tax Bur- 
den, 1954, unpublished study. 
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which bears heavily on income from in- 
vestment. Any revenue. loss from taxing 
all income at the same rate could be 
met by raising the rate or changing 
present exemptions and deductions. A 
progressive rate structure would require 
amending the state constitution. 

Efforts to raise large amounts of addi- 
tional revenue by changes in the per- 
sonal income tax could push Massachu- 
setts into unhappy prominence as the 
state that taxes personal income most 
When added to the present 
pattern of taxing property and corpo- 


heavily. 


rations, such a change would intensify 
the adverse impact of taxation on eco- 
nomic growth. Massachusetts must care- 


fully consider all alternative revenue 
sources tested in other states. 
1 sales tax for Massachusetts : 


The March 
consideration 


continues with a 
of sales 


issue 
taxes, and con- 
cludes: 

Che adoption of a sales tax in Massa- 
chusetts has a number of points to 
recommend it. It has been successfully 
tried and adopted in numerous other 
states. Massachusetts should be able to 
build upon the experience of others to 


develop an efficient and enforceable tax. 


It is capable of providing sufficient reve- 
nue to ease the future load on property 
and corporation taxes. 

In examining the sales tax and the 
personal income tax as the best ways to 
raise substantial amounts of new reve- 
nue, it was found that the two are 
about equal in cost of collections. A 
sales tax would also give larger yields 
than would revision of the income tax. 
It was further found that a 
which exempted food and housing was 
a proportional rather than a regressive 
tax. However, it would collect more 
from large families with low incomes 


sales tax 


than would a progressive income tax. 

The sales tax and a revised personal 
income tax are not mutually exclusive 
alternatives. While their merits 
been discussed in terms of their contrast 
with other, additional revenue 
might be raised by both means. 

To the 
additional 


have 
each 


extent that the raising of 
through either a 


sales tax or a personal income tax re- 


revenue 


sults in lowering or holding down the 
rates of local property and corporation 
much 
more attractive a place for investment 


taxes, Massachusetts will be that 


in new plant and equipment, to the 
benefit of all taxpayers. * 





Five and ten sales tax based on one- 
week test upheld. The New York City 
tax return requires the taxpayer to show 
the “amount of tax charged or required 
to be charged to customers (whichever 
The contended 
it did not have to account to the 


is greater).” taxpayer 
that 
city for the precise amounts collectible 
from its customers on individual sales so 
long as it discharged its function with 
reasonable which it main- 
tained it had done. It claimed that its 


liability under the act was either that of 


diligence, 


it was 
liable only for actual taxes collected or 


a tax collector in which event 
that of a taxpayer, which would limit 
its liability to the tax rate applied to 
that 
actual collections. 
The court held that the local law re- 


quired vendors to keep records showing 


sales if 
than its 


its taxable amount was 


greater tax 


receipts and taxes separately. The tax- 
payer’s system of collecting the tax and 
maintaining its records did not meet 
these requirements, the court said, since 
it provided no means for determining 
whether the full amount of the tax was 
collected by sales clerks and remitted to 


the city. Since the taxpayer had no 


records whatsoever, its liability was com- 
puted by the city through a test check 
of one week. The test was administered 
by the taxpayer who designated the 
time at which it took place and the 
stores which were sampled. The result- 
ing additional assessment was upheld by 
the court as a fair and reasonable ap- 
proximation of additional taxes owed. 
W. T. Grant, N. Y. Ct. App., 1/10/57. 


sale to 
Missouri 


Loss on subsidiary’s 
disallowed. <A 


which published a newspaper in Kansas 


parent 
corporation 


City purchased a paper mill in Wiscon- 
sin which it operated on a subsidiary 
basis. For a three-year period there- 
after, it purchased newsprint from the 
paper mill at a price based on its pay- 
ments to other paper mills. This failed 
to meet the cost of manufacturing the 
newsprint. The mill had been designed 
for purposes other than the efficient 
manufacture of newsprint and had been 
bought by the corporation because of a 
severe shortage. The Wisconsin income 
of the paper mill was reported on a 
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The reports here on significant 
new state tax decisions are provided 
through the cooperation of the 
Federation of Tax Administrators. 
They are adapted from Tax Ad- 


ministrators News. 











separate basis and showed these losses. 
The state assessed tax on a profit it 
of sales. The state 
board of tax appeals holds that there is 
basis for 


computed as 8% 


no an assessment on an as- 
sumed percentage of profit, but that 
for the purposes of taxation, the price 
of the purchased newsprint could be no 
less than the cost of its production. The 
board holds that the controlling issue 
was not a fair price as determined by 
the market but the fact that the device 
used by the parent and subsidiary corpo- 
ration resulted in an improper reduc- 
tion of profits and the avoidance of in- 
come taxes to which Wisconsin is en- 
titled. Kansas City Star, Wisc. BTA, 


1/4/57. 


Sales tax due on vending machine sale 
though below minimum. In 1951, the 
Washington abolished the 
use of the tax token. A bracket system 


legislature 


which provided for the collection of one 
cent of tax by the seller when the sales 
priced reached 14 cents and no tax on 
sales less than 14 cents was established 
by the tax commission. In administrating 
the act, the tax commission has required 
the collection by the seller and compu- 
tation of the tax by applying the tax 
rate to gross proceeds. However, it has 
issued a ruling authorizing vending ma- 
chine operators to waive collection from 
the customer and to absorb the tax. 

The taxpayers whose vending machine 
sales were for individual amounts less 
than 14 cents, filed claims for refund, 
contending that in their case, (1) no tax 
was imposed on such sales, and (2) that 
if imposed they were denied equal pro- 
tection and due process of law. The 
court holds that the law and the regu- 
lations neither discriminated among the 
sellers nor classified them. It points out 
the vending machine operators had sug- 
gested no practical way in which the tax 
could be collected from their customers, 
and it concludes that the statutory re- 
quirement that the seller pay the tax 
on his gross proceeds of sales when he 
failed for any reason to collect it did 
not constitute White, Sup. 
Ct., State of Washington, 1/28/57. 


violation. 
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Who is to speak for tax equity and 


tax fairness before Congress? 


DEPARTMENT 


i TREASURY 
/ argues today for tax equity and tax 


THI 
fairness before Congress, according to 
Stanley S. Surrey, well-known tax lawye1 
and professor of law at Harvard Law 
School. If that department fails, he says, 
then tax fairness has virtually no cham- 
pion. These views were expressed in a 
carefully prepared article on “Congress 
and the Tax Lobbyist, or How Special 
Tax Provisions Get Enacted,” just pub- 
Harv. L. Rev. 1145. This 
drawn Mr. Surrey’s 


original paper, total reading of which is 


lished* in 70 


excerpt is from 


highly recommended for tax men. 
“Why does the Treasury, representing 


the executive branch of the Govern- 


ment, stand in the open before the 


the 
asks Mr. Sur- 
rey. “The main reason is obvious. When 


Congress virtually alone as 


champion of tax fairness?” 


the issue is a special provision for one 
group as against the taxpaying public as 
a whole, what pressure group is there to 
speak for the public? Other legislation 
—labor 


laws, farm 


legislation—brings forth strong and op- 


natural-gas prices, 


posing pressure groups. But what pres- 
sure group fights against capital-gain 
treatment for employee stock options? 
Which harmed by a 
“Maye! When the tax 


issues are at a major political level, as 


group sees itself 


amendment?” 


are tax rates or personal exemptions, 


then pressure groups, labor organiza- 


the 
Manufacturers, 


the 
National 


tions, Chamber of Commerce, 
Association of 
and the others, become concerned. But 
when the technical, the 


pressure groups act only as proponents 


tax issues are 


and not as opponents. Since most special 


provisions benefit the wealthier tax- 


payers, labor should certainly take a 
more direct interest. But labor is largely 
uninformed in these and its 
presentation stereotyped and unskilled. 


Moreover, some special provisions are 


matters, 


to its own benefit, such as the exclusion 
of fringe benefits. In there 
no private pressure groups defending the 
integrity of the tax structure. 


sum, are 


“As a consequence, the congressman 
does not see a dispute over a special pro- 
vision as one between a particular group 
in the community and the rest of the 
taxpaying public. He sees it only as a 
contest between a private group and a 
government department. He begins to 
think of the government department as 
representing only itself and as having 
no identification with the public and 
with taxpayers in general. Far too often 
this picture passes swiftly into that of 
a hard-pressed, struggling group of citi- 
zens engaged in worthy endeavors only 
to be opposed by an unsympathetic 
bureaucracy. When this image appears, 
victory for the special tax provision is 
inevitable.” 


Position of tax men 

Of special interest to practitioner- 
readers of this journal is Mr. Surrey’s 
appraisal of the efforts of lawyers and 
accountants to help the Treasury fight 
this battle. ““The lack of any pressure- 
group allies for the Treasury in_ its 
representation of the tax-paying public,” 
he says, “could have been remedied in 
part by effective aid from the tax bar. 
Yet for a good many years the vocal tax 
bar not only withheld any aid but very 
often conducted itself as an ally of the 
special pressure groups. Many a lawyer 
representing a client seeking a special 
provision could without much difficulty 
Bar 


local-bar-association endorsement for his 


obtain American Association or 
proposal. He could then appear before 
Congress and solemnly exhibit the bless- 
ings of the legal profession. In fact, the 
activity of the Bar Association in this 
respect became so obvious that it seem- 


ingly boomeranged—many a _ congress- 


man began instinctively to smell mis- 
chief when presented with a Bar As- 
sociation tax proposal or endorsement. 

“The pendulum is beginning to swing, 
however, and there is some hope for a 
more objective attitude on the part of 
the bar. The and the com- 
mittees of the Tax Section of the Ameri- 
can Bar Association are becoming far 


Council 


more appreciative of the public interest. 
The signs of a growing maturity in the 
Tax Section on these matters are con- 
stantly increasing. But so far this change 
in attitude 


been and 


limited to self-restraint 


has negative 
and refusal to 
join with the proponents of special tax 
provisions. The change has not carried 
the Tax Section to the point of appear- 
ing affirmatively before Congress to op- 
pose the particular proposals of special- 
interest groups or to urge the elimina- 
tion of existing provisions. The Tax 
Section is becoming less and less a pro- 
tagonist against the Treasury Depart- 
ment, especially on the more extreme 
proposals, but it has not yet become a 
vocal ally of the Treasury in defending 
the integrity of the tax system before 
the tax committees. In this respect it 
appears to be lagging behind the other 
chief professional group in the tax field, 
the accountants. Over one-third of the 
items in the 1955 statement of tax pro- 
posals of the American Institute of Ac- 
countants are recommendations urging 
the elimination of tax provisions which 
it considers to constitute unjustified 
favoritism for special groups. Yet one 
can scan report after report from the 
American Bar Association without find- 
ing a single similar recommendation. 
“This does not mean that the bar will 
not some day provide objective guid- 
ance to the Congress in these matters. 
In this regard the corporate provisions 
of the House version of the 1954 Code 
may be a harbinger. For perhaps the first 
time we find bar associations going be- 
fore Congress and pointing out that pro- 
posed legislation will open up unjusti- 
fied tax loopholes. True, the bar, and 
also the accountants, were not opposing 
other special groups, but they were seek- 
ing to save the Congress from the weak- 
nesses of the particular measures. The 
bar in this instance deserves much credit 
for its affirmative guidance on the side 
of intelligent and fair tax legislation. 
“There are obvious obstacles to 
affirmative action by the legal profession 
in Opposing special tax provisions. The 
[*Copyright (C) 
view Association. ] 
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the Tax Section of the 
\merican Bar Association can speak 


Council of 


publicly only on matters which have 
been approved by votes at annual meet- 
ings held in different geographical areas. 
Che absence of a continuous group, with 
the consequence of shifting viewpoints 
and the lack of opportunity for sus- 
tained and informed consideration over 
the years, injects considerable instability 
and the formal 
actions of the Tax Section. For, as dis- 


fortuitous results int 


cussed later, lawyers as a group need 
education 
on these matters before objectivity re- 


considerable discussion and 
places biases. Further, matters approved 
by the Tax Section must in turn be ap- 
proved by the House of Delegates. A 
body that has regularly approved a pro- 
posed constitutional amendment to limit 
income-tax rates to twenty-five per cent 
is not likely to understand the problems 
of special tax provisions. The Council of 
the Tax Section, whatever its inclina- 
tions might be, is thus largely circum- 
scribed by the institutional framework 
of the American Bar Association. The 
accountants, on the other hand, are able 
to speak through their Committee on 
American In- 


Federal Taxation of the 


stitute of Accountants, a group free 
from corresponding institutional forces. 
well the 


aggressive stand against special tax pro- 


This may account for more 
visions taken by that Committee. 

‘One of the chief problems here is 
that most tax lawyers have hardly any 
conception of what is involved in ap- 
proaching a tax issue from the over-all 
legislative standpoint. They can readily 
perceive the adverse effect of the tax 
laws upon a particular client or trans- 
action. They can then phrase the legis- 
lative solution they think necessary to 
remove the claimed tax obstacle or bur- 
den. But they are usually quite incap- 
able of standing off from the problem 
and their proposed solution and viewing 
both from the perspective of the general 
public interest. The difficulty is largely 
one of lack of experience, not lack of 
judgment or moral values. 

“Moreover, policy insights in the tax 
field are hard to come by. Here a large 
responsibility rests upon the Treasury. 
Unless its technical tax staffs are charged 
with utilizing their experience and in- 
formation by engaging in research on 
current tax issues, and unless that re- 
search.is made public, those interested 
great 
obtaining the full picture. The govern- 


in tax issues face difficulties in 


ment tax experts, both in the Treasury 
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I KNOW THAT many tax advisers and 
economists would like nothing 
better than to spend a substantial 
part of their time working for a 
better tax system and a more intelli- 
gent fiscal policy. But they leave the 
job to others because they honestly 
think that they cannot afford the 
luxury of promoting the public in- 
terest. If they are tax lawyers, they 
have accepted the doctrine that they 
can attract and hoid tax 
only if they remain completely con- 
ventional, 


business 
and exhibit agreement 
with the political and social views 
of their clients. If they are econ- 
omists, they have bowed to a theory 
that it is dangerous to a career to 
be 


voice opinions that will un- 


popular in business circles. They 
believe that silence is golden when 
measures objectively looking to the 
improvement of our tax system and 
the development of a better fiscal 
policy are being canvassed. They 
have become mental prisoners of 
the views and interests of their 
clients and the set in which they 
move and have their economic and 
social being, and their general atti- 
tude is that what is best for clients 
is best for the United States. 

I wish 


I could confidently say 





ADVOCATES OF LAW REFORM NEED NOT FEAR 
CLIENTS’ OBJECTIONS 


that there is no rational foundation 
for this attitude. But I cannot make 
this statement. The most I can say 
is that I do not think surrender 
needs to be unconditional. And I 
do suspect that the thinking of 
some tax advisers exaggerates the 
objections clients have to activities 
on behalf of improvement in the 
tax system. I clients 
who do not always know what is 


have known 
good for them, and there is a sense 
in which good the 
United States is good for clients. I 


what is for 
know tax advisers who accomplish 
the double job of ably representing 
their clients and faithfully working 
for the tax system taxpayers deserve. 
I know many more economists who 
are not afraid to state beliefs which 
the 
opinion. At the bread and butter 


contradict current climate of 
level there is no evidence that these 


tax advisers and economists suffer 
excessively. At another level I ven- 
ture the opinion that they lead a 
life 


many of their colleagues. Of one 


more comfortable than do 


thing I am very sure—that both tax- 


payers and the government need 


more independent advisers. 2 
Randolph E. Paul, Taxation in the 
United States 








and in the Congress, must also be en- 
couraged to write for the professional 
journals and to make available the in- 
sights they have reached through exper- 
ience. The papers and hearings pre- 
sented recently by the Subcommittee on 
Tax Policy of the Joint Committee on 
the Economic Report are another excel- 
lent illustration of what can be done to 
increase understanding of tax issues. 
The professors of tax law and the tax 
economists in the universities also bear 
a responsibility here, for they have more 
freedom from the pressures of time and 
situation which the bar faces. There is 
significance in the fact that when the 
Subcommittee on Tax Policy of the 
Joint Committee on the Economic Re- 
port desired objective analyses of various 
tax issues it went for the most part to 
the economists and law professors in the 
universities. 

“After all, most members of our tax 
bar are really opposed to ‘special privi- 
leges.’ They have a respect for the tools 


of their trade. They know that in the 
long run the pendulum may swing and 
that a ‘loophole’ may be closed with a 
vigor that pushes the cure too far. Even 
when their legal business requires them 
to lobby directly for a special tax favor 
for that most 
lawyers relish the task. The door may 


their clients, I doubt 
open for them, but it may open wider 
for the next attorney, and who knows 
where the game will end? Hence a bar 
association’s advocacy of any particular 
special tax provision is in most cases 
traceable to the lawyer's sympathy for 
the welfare of his clients and to a lack 
of understanding of the basic tax issues 
involved. If the lawyer is exposed to 


those issues and if he is not acting 
simply as an outright advocate for a 
particular client—that is, as a tax lobby- 
ist on the particular measure—he will 
the correct 


answer. Hence the importance of forc- 


generally emerge with 
ing a bar association to see the issues 
and face up to them.” * 
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Jefferson Lake, bonuses and other 


new developments in oil and gas 


by WILLIAM P. McCLURE 


This month we conclude the survey by Mr. McClure of recent developments in this 


field. These remarks are drawn from his talk before the Southwestern Legal Foun- 


dation. We omit his discussion of joint operating agreements and the election to be 


excluded from Subchapter K (partnerships). 


goes the most important recent de- 
cision is that of the Court of Appeals 
for the Fifth Circuit in Lambert v. Jef- 
ferson Lake Sulphur Co.1 This decision 
is of the utmost importance for it seems 
to depart from the heretofore-well-estab- 
lished rule that a lessee must capitalize 
a bonus payment and recover the cost 
through depletion. 

In this case, Pathfinder Oil Company 
leased certain properties to Texas Gulf 
Sulphur Company. In addition to cer- 
tain royalties, Texas Gulf agreed to pay 
$300,000 in installments for a ten-year 


term: $7,5000 at the beginning of each 
quarter. Later, the taxpayer, Jefferson 
Lake Sulphur Company, entered into a 
contract with Texas Gulf “in the nature 
of an option and conditional lease” un- 
der which Jefferson Lake acquired the 
immediate right to conduct certain ex- 
ploratory operations. Shortly thereafter 
the taxpayer, Jefferson Lake, exercised 
its option to develop the property and 
pursuant to its agreement became obli- 
gated to reimburse Texas Gulf for the 
remaining quarterly payments of $7,500 
to be to Pathfinder. 
terms of the agreement between the tax- 
payer and Texas Gulf, both the taxpay- 
er’s rights and its obligations terminated 
if, for example, production having once 


made Under the 


begun was suspended at any time for as 
much as 90 days. Accordingly, Jefferson 
Lake at all times could have avoided its 
obligation to pay the quarterly install- 
ments simply by failing for 90 days to 
conduct sulphur production operations 
once begun. 

The question involved was the proper 
treatment by Jefferson Lake of the in- 


stallment payments. The taxpayer, Jef- 
ferson Lake, argued that they were de- 
ductible as rents, or alternatively that 
they were bonuses payable in install- 
ments and following the principle of 
Burton-Sutton Oil Co. were therefore 
deductible from the lessee’s gross in- 
come, since the bonus installments were 
depletable by the recipient lessor. On 
the other hand, the Government urged 
that these payments were merely install- 
ments of the amount paid for the lease 
and under the well established bonus 
rule were required to be capitalized as 
part of the cost of the acquisition of the 
leasehold. 

The Fifth Circuit held that since the 
payments could have been 
avoided by the taxpayer, they were de- 


involved 


ductible as rents.2 In support of this 
position the Court of Appeals cited the 
various decisions dealing with first-year 
rental for non-competitive 
Government oil and gas leases.3 These 
decisions uniformly held that the first- 
year payments for non-competitive Gov- 
ernment oil and gas leases are deductible 
as rentals. Last year in Rev. Rul. 56- 
252,4 the Revenue Service 
to these decisions but 
strictly limited such agreement to Gov- 
ernment non-competitive leases only and 
reiterated its position that first-year rent- 
al payments made by lessees of private— 
non-Governmental—oil and gas leases 
will be held to be capital investments, 
recoverable only through the depletion 
allowance. 

If the Court of Appeals had merely 
held that the payments were deductible 
as rent without further elaboration, the 


payments 


Internal 
follow 


agreed 


case would have no more significance 
than hundreds of other cases. However, 
the Court of Appeals in some very im- 
portant dicta in a footnote stated that 
even if the payments were installments 
of bonuses they would be deductible 
from the taxable income of the lessee.5 
Further, in the body of the opinion, the 
Court of Appeals stated that the Gov- 
contention that pay- 
were bonuses and recoverable 
only through depletion was contrary to 
the decision of the Supreme Court in 
Oil Co.6 The Court of 
Appeals accordingly concluded that the 
district court had reached a correct de- 
cision in deciding that the payments 
were advance royalties deductible from 
the taxable income of the payor. 

This portion dealing with the bonus 
aspect of the case is in conflict with de- 
cisions of the Second, Third and Tenth 
Circuit Courts of Appeal,? and because 
of this fact, felt that certiorari 
would be requested by the Government. 
The decision of the Solicitor General 
not to request certiorari was based upon 
the ground that the court was probably 
correct in holding that the payments 
were deductible as rents. However, the 


ernment’s these 


ments 


Burton-Sutton 


many 


Government will vigorously oppose any 
efforts of taxpayer-lessees to exclude 
from taxable income amounts paid by 
them as bonus. Both the Internal Rev- 
enue Service and the Department of Jus- 
tice recognize that the decision of the 
Court of Appeals in the Jefferson Lake 
Sulphur case invites taxpayers to liti- 
gate the issue in that circuit. Without 
question, should the Court of Appeals 
for the Fifth Circuit decide directly that 
a bonus payment is excludable from the 
taxable income of the payor, the Solici- 
tor General will petition the Supreme 
Court for a writ of certiorari. 


Worthless oil royalties 


Under the provisions of Section 165 
of the Internal Revenue Code of 1954 
and its predecessor under the Internal 
Revenue Code of 1939, corporations and 
individuals may deduct losses sustained 


1Lambert v. Jefferson Lake Sulphur Co., 236 F2d 
542 (5th Cir. 1956). 

2 The court stated that they were in the nature 
of delay rentals. 

* United States v. Dougan, 214 F2d 511 (10th Cir. 
1954); Commissioner v. Miller, 227 F2d 326 (9th 
Cir. 1955); Featherstone v. Commissioner, 22 TC 
763 (1954), Acq., 1956-1 C.B. 3. 

* Revenue Ruling 56-252, 1956-1 C.B. 210. 

5See Footnote 4 of the court’s decision which 
states: “Plaintiff claims that even if the pay- 
ments were installments of a bonus, they were 


nonetheless deductible. We think plaintiff’s posi- 
tion is sound on this point, also.”’ 

®In the Burton-Sutton case, 328 U.S. 25 (1946), 
the Supreme Court stated in part: “A decision 
on the category of expenditures to which these 
50% disbursements belong effects both the opera- 
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during the taxable year, if not compen- 
sated by insurance or otherwise,’ includ- 
ing losses from mineral interests becom- 
ine worthless. However, because of the 
that 
losses may be deducted only when evi- 


requirement of the regulations® 
denced by closed and completed trans- 
actions, fixed by identifiable events, and 
only in the taxable year the loss is ac- 
tually sustained, the problems of wheth- 
er a loss has occurred and when it was 
sustained have been the subject of many 
judicial decisions. 

[wo very interesting decisions were 
handed down this year which illustrate 
what proof is required by the taxpayer 
in order to show that an oil or gas in- 
terest has become worthless. In Finston 
the 
chased royalty interests in 1949 in the 


Commissioner ,)® taxpayer pur- 


immediate vicinity of a dry well owned 


by an oil company, with the inside 


knowledge that 
planning to deepen the well. No oil was 


the oil company was 
found upon deepening the well and in 
1951 it was plugged and abandoned. 
rhe Court held that the plugging and 
abandoning of the well was the event 
that demonstrated the improbability of 
the existence of oil in commercial quan- 
tities and that, therefore, the taxpayer's 
royalties became worthless in 1951. The 


ax Court thought it unimportant that 
someone might be found who would pay 
something for the royalties on the re- 
mote possibility of future production. 
Further, on reaching its decision the 
excluded consideration of 


Tax Court 


the fac: that the taxpayer’s assignee was 
later a‘ le to sell the royalties for a sub- 
stantis sum. 

In r adering its decision in the Fin- 
», the Tax Court relied strongly 


upon 33 decision in James Petroleum 


sion C2 


Corp. v rich held, inter alia, that dispos- 


of a valueless royalty interest is not 
taken.11 
[he decision in the James Petroleum 


a 


requiret: before a loss can be 


case was very recently affirmed by a very 
short opinion of the Court of Appeals 
for the Second Circuit,!” the court stat- 


ing that abandonment is not a _ prere- 
tors who make them and the owners, lessors, ven- 
dors, grantors, however they may be classed. 
who receive them. If they are capital invest- 


ments to one, they are capital sales to the other. If 
they are rents or royalties paid-out to one, they 
are rents or royalties received by the other .. . 
As the oil is extracted and sold, that economic 
interest in the oil in place is reduced and the 
holder or owner of the interest is entitled to his 
equitable proportion of the depletion as rent or 
royalty. The operator, of course, may deduct such 
payments from the gross receipts.” 
7 Canadian River Gas Co. v. Higgins, 151 F2d 
954 (2nd Cir. 1945), cert denied 327 U.S. 793 
Commissioners, 51 


(1946); Baton Coal Co. v. 
F2d 469 (3rd Cir. 1931), cert. denied 284 U.S. 
Co. v. Commissioner, 


674 (1931); Sunray Oil 
147 F2d 952 (10th Cir. 1945), cert. denied 325 


quisite, but merely evidence of worth- 
lessness.13 

A result similar to that in the Finston 
case was reached in Lack v. Commission- 
erlt where the taxpayer had purchased 
royalty interests because certain oil com- 
panies had conducted geophysical sur- 
veys in the area and had purchased min- 
eral leases for drilling in the area. In 
1949 the lessee-oil companies stopped 
paying the delay rentals, thereby caus- 
ing the leases to be terminated. The 
Court held that upon such action by the 
oil companies, the taxpayer’s royalty in- 
terests ceased to have any value in the 
ordinary channels of trade and, there- 
fore, became worthless. 


Hobby loss deduction 

In 1943 Congress enacted Section 130 
of the 1939 Code!5 providing that if an 
individual's otherwise allowable deduc- 
tions from a trade or business exceed by 
more than $50,000 the gross income from 
that trade or business in each of five 
consecutive years, the excess over $50,- 
000 shall be retroactively disallowed as 
a deduction.16 For example, if a taxpay- 
er continued a business for five consecu- 
tive years, and each of said years had a 
net loss of $60,000, his tax liability for 
each of such years would have to be re- 
computed and only $50,000 of such loss 
could be offset against his other income 
for each year. 

Although this provision was added to 
the Internal Revenue Code primarily to 
prevent excess “hobby” losses incurred 
in a business 
such as a farm, racing stable and the 
like, it has caused some concern to the 


taxpayer’s “secondary” 


industry since the Internal Revenue Ser- 
vice had ruled that the provision applied 
to oil and gas ventures, and that in- 
tangible drilling and development costs 
were to be included in determining the 
$50,000 limitation.17 

The successor provision of the 1954 
Code!8 to Section 130 of the 1939 Code 
avoids the result of this ruling for it 
specifically excludes from the computa- 
tion expenditures as to which taxpayers 


T.S. 861 (1945). 

5 However, in the case of an individual the loss 
must be incurred in trade or business, or in- 
curred in a transaction entered into for a profit, 
though not connected with a trade or business. 

® Proposed Regs. Sec. 1.165-1(a) (2); Regs. 118, 
Sec. 39.23(e)-1(b). 

1° Finston v. Commissioner, TCM 1956-202. 

11 James Petroleum Corp. v. Commissioner, 24 
TC 509 (1955). 

12 James Petroleum Corp. v. Commissioner, — 
F2d —, 56-2 USTC 410,041 (2nd Cir. 1956). 
18The Court of Appeals stated “. . . An oil 
royalty interest is only a right to share in oil 
and gas if and when produced, and the taxpay- 
er’s failure to abandon such property does not 
conclusively establish its worth any more than a 
similar failure to abandon shares of stock estab- 
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are given the option, under law or regu- 
lations, to deduct or to capitalize. Re- 
cently, the Service construed this section 
of the 1954 Code and specifically held 
that intangible drilling and develop- 
ment costs are not to be considered in 
determining the $50,000 measure.1® 

A taxpayer is allowed a basic elec- 
tion to expense or capitalize intangible 
drilling and development costs.2° How- 
ever, if the taxpayer elects to capitalize 
such expenditures, he still has a further 
election upon drilling a nonproductive 
well to deduct as a loss the intangible 
drilling and development costs incurred 
in drilling the nonproductive well.21 To 
deduct nonproductive well costs the pro- 
posed regulations require that the tax- 
payer make a proper election by a clear 
statement in the return for the first tax- 
able year in which a nonproductive well 
is completed. The election, when made, 
is binding for all subsequent years. The 
absence of a clear indication in the re- 
turn of an election to deduct such costs 
shall be deemed to be an election to re- 
cover the costs through depletion to the 
extent they are not represented by im- 
provements, and through depreciation 
to the extent that they are represented 


by improvements.22 These provisions of 
the proposed regulations dealing with a 
nonproductive well are substantially 
identical to the regulations under the 


1939 Code. 


Exploration expenditures 

The Tax Court recently held in the 
Southern Trading Co. v .Commissioner?8 
that expenditures 
curred by the taxpayer were deductible 


certain survey in- 


since in the same year that the expendi- 
tures were made, the taxpayer aban- 
doned any thought of purchasing the 
properties surveyed. The court indi- 
cated however that where an interest in 
property is acquired, such expenditures 
constitute part of the cost of the prop- 
erty and, therefore, must be capitalized. 

A frequent problem associated with a 
transfer of oil properties is whether the 
transaction constitutes a sale or a lease. 


lishes that the shares still have value. Cf. Boehm 
v. Commissioner, supra.”” The Court of Appeals, 
dealing with another issue, upheld the Tax 
Court’s decision that basis must be reduced by 
the higher cost or percentage depletion. 

14 Lack v. Commissioner, TCM 1956-222. 

15 Revenue Act of 1943, Sec. 129(a). 

16 Sec. 130, Int. Rev. Code of 1939; Sen. Rep. No. 
627, 78 Cong., Ist Sess. pp. 27, 61 and 62. 

17 Rev. Rul. 219, 1953-2 CB 181. 

. 270, Int. Rev. Code of 1954. 

19 Rev. Rul. 56-170, 1956-1 C.B. 155. 

20 Sec. 263(c) of the 1954 Code: Proposed Regs. 
Sec. 1.612-4(a) (1). 

2 + jo Regs. Sec. 1.612-4(b) (4). 

22 Ibid. 

Southern Trading Co., TCM 1956-246. 

*% Olinger v. Commissioner, 27 TC —, #8 (1956). 
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[The author is a partner of the Wash- 
ington, D. C., law firm of McClure & 
McClure.] 


The proper characterization of this is 
significant purposes since 
amounts received upon outright sale 


for tax 
may qualify for capital gains treatment 
whereas amounts received by the trans- 
feror pursuant to a lease are ordinary 
income, usually subject to depletion. 

A case recently decided by the Tax 
Court involving this problem is Olinger 
v. Commissioner,24 where the taxpayer 
separately conveyed to the same person 
the surface rights and the mineral rights 
to certain lands. For the surface rights a 
small consideration was stated, but for 
the mineral rights the stated amount 
was $200,000 with a provision that if 
800,000 


mined, the taxpayer was to receive 25 


more than tons of ore were 


cents for each ton mined in excess of 
that amount. However, the taxpayer was 
not to receive any payments on produc- 
tion occurring more than 50 years after 
the transfer. Significantly, there was no 
obligation on the part of the purchaser 
to exploit the property, and in fact there 
was evidence to show that the grantee 
was interested in acquiring an ore re- 
serve. 

The contended that 
since the conveyance reserved to the pe- 


Commissioner 


titioner an economic interest consisting 
of the right to 25 cents a ton on all ore 
mined in excess of 800,000 tons, the pay- 
ment for the mineral rights received by 
the petitioner in 1951 constituted an ad- 
vance royalty and therefore was taxable 
as ordinary income under the doctrine 
of Palmer v. Bender. 

A majority of the Tax Court, how- 
ever, held that a sale had occurred of 
800,000 tons of ore, stating that the tax- 
payer had retained no reversionary in- 
terest The court 
emphasized (1) the fact that the payment 
received by the taxpayer was not con- 


whatsoever therein. 


tingent upon, and had no relation to, 
any exploitation of the mineral contents 
of the property by the grantee,25 and (2) 
the fact that payment for deposits as re- 
moved and retention of title to the bal- 
ance are typical indicia of a lease trans- 
action rather than a sale.26 Of particular 
interest, however, is the question ex- 
pressly reserved by the court of whether 
payments for tonnage mined in excess 
of 800,000 tons would constitute capital 
gains or depletable income.?7 

In addition to dealing with carved- 
out production payments H.R. 9559, in- 
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troduced by Representative Mills in 
1956, included a provision the purpose 
of which was to prohibit aggregation of 
oil and gas properties into operating 
units under Section 614(b). However, 
the bill would enlarge the definition of 
“property” under the 1954 Code to pro- 
vide that a taxpayer’s interest in each 
oil and gas deposit will be a separate 
property except that where two or more 
oil or gas deposits are included in a sin- 
gle tract or parcel of land, the taxpay- 
er’s interests in such deposits may be 
considered to be a single property, pro- 
vided such treatment is consistently fol- 
lowed. 


Aggregation rule 


In the List of Substantive Unintended 
Benefits and Hardships which the staffs 
of the Joint Committee on Internal 
Revenue Taxation and the Treasury De- 
partment presented to the Subcommit- 
tee on Internal Revenue Taxation there 
was set forth as a problem requiring 
further consideration the aggregation of 
oil and gas property interests. It is 
pointed out in the report that with re- 
spect to the oil and gas industry, as dis- 
tinguished from the mining industry, the 
application of the aggregation rules has 
created both hardships and _ benefits 
which were not contemplated at the 
time of their enactment. The report 
states that the requirement in Section 
614(b) which compels taxpayers to make 
elections prior to production has cre- 
ated substantial difficulties. On the other 
hand, it is stated that under the aggre- 
gation rules taxpayers are apparently 
able to combine oil and gas wells having 
low operating costs with those having 
high operating costs thus obtaining a 
greater percentage depletion than was 
possible under the 1939 Code. 


Amendment proposal 


The report concludes by saying that 
the Subcommittee should consider 
amending the aggregation rules so that 
they apply in a more limited manner in 
the case of oil and gas interests. This 
language, it will be noticed, is substan- 
tially less severe than the intention un- 
der H.R. 9559 which was to prohibit 
aggregation of oil and gas properties. 
This problem probably will be consid- 
ered by the Subcommittee on Internal 
Revenue Taxation during this session 
of Congress and there is a good chance 
that there will be legislation in this area 
either during 1957 or 1958. 

Section 614(b) of the Internal Rev- 


enue Code of 1954 permits a taxpayer to 
elect to aggregate some or all of his 
operating mineral interests within the 
same operating unit. Under the terms of 
this section the election for each operat- 
ing mineral interest is to be made in 
accordance with regulations prescribed 
by the Secretary or his delegate no later 
than the time prescribed by law for fil- 
ing the return for the later of the two 
following taxable years: the first taxable 
year, beginning after December $31, 
1953, or the first taxable year in which 
any expenditures for exploration, de- 
velopment or operation with respect to 
the operating mineral interest are made. 
Since the natural resources regulations 
were not published for a substantial pe- 
riod after many elections were required 
to have been made,?8 a Treasury Decis- 
ion was issued on August 23, 1955 giv- 
ing taxpayers the opportunity to change 
an original election to aggregate within 
three months after the month in which 
the final regulations are published in 
the Federal Register.*® 

The problem then arose as to whether 
or not within this time period a tax- 
payer could re-elect and treat as an ag- 
gregated property a property which, 
theretofore, had been treated as a separ- 
ate property. By letter dated July 7, 
1956, the Service advised the Indepen- 
dent Petroleum that a 
election could be made both 


Association re- 
with re- 
spect to properties which had, thereto- 
fore, been aggregated and with respect 
to properties which, theretofore, had 
been treated separately. The provisions 
of this letter to the Independent Petrol- 
eum Association were later incorporated 
into Revenue Ruling 56-614.30 


Application of IT 3930 and IT 3948 
In 1956 the Federal Power Commis- 
sion adopted General Order 190 govern- 
ing the filing of rate schedules and ap- 
plications for certificates of public con- 


* The court thus distinguished Albritton v. Com- 
missioner, 24 TC 903 (1955); Barker v. Commis- 
sioner, 24 TC 1160 (1955), and Crowell Land and 
Mineral Corp. v. Commissioner, 25 TC 223 
(1955). 

“>The Court was clearly impressed by the fact 
that the $200,000 paid for 800,000 tons averaged 
out to be 25 cents a ton, the amount per ton 
agreed to be paid for any excess tonnage over 
800,000 tons mined. 

“7 Judge LeMire dissented, stating that the $200,- 
000 should be treated as depletable income under 


the doctrine of Palmer v. Bender, supra, and 
Burnett v. Harmel, 287 U.S. 103 (1932). The 


Judge felt that part of the consideration for the 
transfer was based on production, and therefore, 
under these cases, an economic interest is re- 
tained requiring the payment received to be 
treated as ordinary income. 

**The proposed regulations were published on 
November 3, 1956, and the final regulations are 
expected to appear late in 1957. 

* TD 6138, 1955-2, CB 891. 


%o Rev. Rul. 56-614, LR.B. 1956-49, 12 


%1 Secs. 154.91 and 1587.23(¢), 18 C.F.R. 154.91, 
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venience and necessity by producers and 
gatherers of natural gas which are nat- 
ural gas companies. 3! 

In general these regulations require 
the operator to file the required rate 
schedules and applications for certifi- 
cates covering the sale of gas of all co- 
owners if the operator is a signatory 
party to the contract for the sale of the 
gas produced from the property. How- 
ever, the regulations permit a co-owner 
who is a signatory party to the contract 
of sale to make his own filings in addi- 
tion to the filings required of the oper- 
ator. On the other hand, if the operator 
is not a signatory party to the contract, 
each signatory co-owner is responsible 
for his own filings. Where the operator 
or signatory co-owners are required to 
file rate schedules and certificate appli- 
cations covering the sale of gas produced 
from the property, a nonsignatory co- 
shall file 
where his share of the gas is being sold 


owner not such documents 
or delivered by the operator according 
to the terms of a contract to which such 
co-owner is not a signatory party. 

There was some apprehension that 
these Federal Power Commission regula- 
tions might affect the application of IT 
393082 and IT 394833 to joint operating 
agreements covering producing gas prop- 
erties under co-ownership. 

In Revenue Ruling 56-63034 the Ser- 
vice observed that the new Federal Pow- 
er Commission regulations did not en- 
large the representative marketing au- 
thority of the operator to dispose of the 
gas produced from the properties and 
did not change or modify the contrac- 
tual relationships between the operator 
and the coowners as set forth in the joint 
operating agreement. Therefore, the Ser- 
vice concluded that if under the terms 
of the joint operating agreement the sale 
of production would be considered to be 
the individual activity of each coowner, 
the filing requirements of the Federal 
Power Commission's regulations would 


157.23(c) of the Regulations under the Natural 


Gas Act, 52 Stat. 821 et seq.; 15 U.S.C. 717 et 
seq. 

2 1.T. 3930, 1948-C.B. 126. 

3 1.T. 3948. 1949-1 C.B. 161. 

“ Rev. Rul. 56-630, LR.B. 1956-49, 26. 

® The provisions of Sec. 543(a)(8) of the 1954 
Code are the same as Sec. 503(h) of the 1939 
Code, Sec. 403(h) of the 1938 Act, and Sec. 


353(h) of the 1937 Act. 

% Regs. 118, Sec. 39.502-1(k). The term overrid- 
ing royalties was defined to mean amounts re- 
ceived from the sublessee by the operating com- 
pany which originally leased and developed the 
natural resource property in respect of which 
such overriding royalties are paid. 

% Proposed Regs., Sec. 1.543-1(b) (11). Under 
these proposed regulations, however, production 
payments constitute gross income only to the ex- 
tent of the excess of the gross production pay- 
ments received over the proportionate amount 
of the cost of the payment rights under which 
such production payments are received. 

38 Rev. Rul. 55-194, 1955-1 C.B. 434. 

* Cf. Sternberger, 348 U.S. 187, (1955). 


not convert the marketing of gas into a 
joint activity of two or more co-owners. 


Personal holding company income 

Ever since the personal holding com- 
pany provisions were added to the tax 
law in 1934, the statutory definition of 
personal holding company income from 
mifieral, oil or gas royalties has re- 
unchanged.35 The Treasury 
always interpreted 
these provisions to include all royalties 
except overriding royalties, which were 
specifically defined in the regulations.36 
This regulatory interpretation of the 
statute has remained unchanged through 
a series of republications of the regula- 
tions, e.g., Regulations 94, 101, 103, 111 
and 118, and has continued through 
congressional re-enactment of the statu- 
tory language which they are designed 
to interpret. 


mained 


Regulations have 


Although these regulations have been 
outstanding for more than 20 years and 
notwithstanding the Congressional ap- 
proval of this interpretation which is 
implicit in the re-enactment of the sta- 
tute after the regulations were issued, 
the Treasury Department in proposing 
regulations interpreting the identical 
language in the 1954 Code redefines the 
term “mineral, oil or gas royalties” for 


Canadian corporation not liable for 
U. S. tax. Cyrus Eaton and William 
Daley, both employees of Otis & Co., 
the U. 
the spark plugs in the development of 
the Canadian mine Steep Rock. Their 
financial interest was their ownership 


S. investment banking firm, were 


of taxpayer here, created to act as sales 
agent for Steep Rock and as part of the 
arrangement it substantial 
block of Steep Rock at one cent a 


share. The Commissioner asserted that 


bought a 


this was a bargain purchase, that the 
stock was really worth $1.67 a share and 
the $2,400,000, 
either income of the individuals Easton 


difference, about was 
and Daley, or the income of the tax- 
payer-corporation which was subject to 
U. S. tax because taxpayer did business 
in the U. S. The taxes assessed for this 
and income in other years amounted to 
over $2,500,000 on the corporation (plus 
some $500,000 penalties). On the indi- 
viduals amounted to about 


the tax 


$500,000. Taxpayer had a mailing ad- 
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purposes of personal holding company 
income to include all royalties received 
from any interest in mineral, oil or gas 
properties, and also all mineral, oil or 
gas production payments.87 Thus the 
proposed regulations under the 1954 
Code represent a radical change in the 
administrative interpretation of statu- 
tory language which underwent no 
change whatever in re-enactment. In ad- 
dition, proposed 
adopted, would overrule Revenue Rul- 


ing 55-194,38 which under the prior 


the regulations, if 


regulations specifically held carved-out 
production payments to be excluded 
from personal holding company income. 

As one might suspect, this proposed 
change in the regulations has resulted 
in a great number of protests being filed 
with the Service. These protests may in- 
fluence the Service to continue the old 
interpretation of the statute. However, 
if the proposed regulations are finally 
adopted, they may well encounter a judi- 
that the 
stances they are inconsistent with the 


cial holding under circum- 
statute, inconsistent with congressional 
intent manifest in Congress’s blessing 
of the old regulations through re-enact- 
ment of the statute, and therefore are 
invalid as an interpretation of Section 
54(a)(8) of the 1954 Code.39 w 


foreign d ecisions this month 





dress in Ohio 
officers, directors, employees, or other 
agents 


it in 


but no assets, books, 


authorized to do business for 


U. S. The 
payer did not engage in trade or busi- 


the court holds tax- 
ness nor did it create a “permanent 
establishment” here. Accordingly, pur- 
suant to the Canadian tax treaty, it 
is immune from U. S. tax on industrial 
or commercial profits. Consolidated Pre- 


mium Iron Ores, Ltd., 28 TC No. 19. 


Estate of nonresident alien decedent 
with U. §S. is nonresident. 
The estate of a decedent who was not 


assets in 


a U. S. citizen and who, at the time of 
his death, was domiciled in a foreign 
country is to be classified as nonresident 
even though the will was admitted to 
original probate in this country because 
90%, of the property was 
physically located here. It follows that 
corporations paying dividends to the 
estate must withhold tax. Rev. Rul. 57- 
245. 


decedent's 
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Ohio excludes state payments when 


employer’s supplementary plan pays 


7, HE Ounio Bureau of Unemploy- 
ment Compensation has ruled that 
supplemental unemployment _ benefits 
(SUB), whether paid under the terms of 
contracts or the so-called ‘‘al- 
constitute 
that must be deducted from unemploy- 


the basic 


ternate” contracts, income 
ment benefits paid under the Ohio law. 

The rulings were issued as claims de- 
terminations to two unemployed work- 
ers who had benefits 
received 
the 
provisions of 


and 
SUB 
terms 
their 
private provisions of their private em- 
ployer-union SUB contracts. 


drawn state 


then applied for and 


settlement pay ments under 


of the alternate 


As these cases are among the first in 
which actual SUB payments have been 
made, these decisions present the first 
appealable claims determinations issued 
in Ohio on the SUB question. Such de- 
cisions provide an avenue for placing 
this issue before the Board of Review, 
and then the Ohio courts. 

In explanation of these rulings Mr. 
James R. Administrator of 
the Bureau, issued the following state- 
ment: 


Tichenor, 


“In May, 1956, the Bureau issued a 
ruling that SUB payments, when paid 
concurrently with for the same 
week that the individual is receiving 


and 


state benefits, would reduce the amount 
of state benefits received for that week. 
The SUB contracts also contained alter- 
nat€ payment provisions which would 
become effective in the event the con- 
current plan was not permitted by any 
state. The effective dates of the alternate 
payment plans vary according to the 
contracts—with those of the auto indus- 
try becoming effective on June 1, 1957. 

“The alternate plans are of two types, 
both proposing to pay SUB after the 
individual had received his state bene- 
fits. One plan would have the claimant 


draw state benefits 


for two or three 


weeks and then in the succeeding week 
claim a substitute SUB payment instead 
of state benefits. Under the other plan, 
the claimant would draw all of his state 
benefits and then receive a lump-sum 
payment. The new rulings cover both 
of these alternate plans and hold SUB 
payments under either to be renumera- 
tion that must be deducted from state 
benefits.” 

In regard to the specific rulings issued 
on the two clamis in question, Mr. 
Tichenor stated: 

“The first concerns an individual who 
drew weeks of state benefits, 
was recalled to work, and who then re- 
ceived a lump-sum SUB payment equal 
to fourteen times his weekly SUB rate. 
The concerns an in- 
dividual who first drew four weeks of 
state benefits and who, although still 
unemployed, then received a_ periodic 
SUB payment equal to four times his 
weekly SUB rate. 

“The Ohio Unemployment Law pro- 
vides that state benefits paid for a week 


fourteen 


second ruling 


of unemployment must be reduced by 
the the 
claimant receives with respect to that 


amount of any remuneration 
same week. Accordingly, the question to 
be decided in these cases was whether 
(1) the SUB payment constituted re- 
muneration, and (2) whether it was paid 


with respect to the same week of un- 


employment for which state benefits 
were paid. 
“As remuneration is defined as any 


‘compensation for personal service’—the 
SUB payment was held to be remunera- 
tion as it is clearly based on the work- 
er’s contract of hire and prior service 
with the employer. 

‘With regard to the second point, as 
the SUB payments are conditioned on 
the claimant first being eligible for state 
benefits, and as the SUB amount is com- 
puted on the number of weeks paid by 


the state system, it was concluded that 
the SUB payment was paid with respect 
to the same weeks. 

“In line with this reasoning, the two 
decisions conclude that the individuals 
must 
deducted from the amount of state bene- 
fits already paid, and accordingly, the 
amount overpaid would have to be re- 
paid to the Bureau.” w 


received remuneration which be 


Five states make changes 
in unemployment tax laws 


[HIS MONTH Six states report changes in 
their unemployment compensation ar- 
rangements. They are: 
Florida—The Florida Unemployment 
Law was recently amended to provide a 
minimum weekly unemployment benefit 
in the amount of $10 with a maximum 
weekly benefit of $30. Prior to this 
change in the law the benefits ranged 
from $8 to $26 weekly. The $10 mini- 
mum benefit was approved on May 29 
and the $30 maximum on June 28. 
The effective dates of the above two 
new benefit amounts were made applic- 
able to weeks of unemployment after 
April 30, 1957 beginning after the ap- 
proval dates. 
Effective July 1, in order to qualify 
for the minimum benefit, a worker must 
have base-period wages in two calendar 
quarters equal to at least 114 times his 
highest quarterly base-period wages. The 
absolute minimum which is required is 
$200 in base-period wages. 


Maryland—The Maryland Employment 
recently 
1957, to pro- 


Security Regulations were 
changed, effective June 1, 
vide that the quarterly report of wages 
and contributions is now due to be 
filed on or before the last day of the 
month following the close of the calen- 
dar quarter. Heretofore the report had 
been due on or before the 20th day of 
the month. This change became effec- 
tive with the reports applicable to the 
quarter ended June 30, 1957. 


1957 


increase was made in the weekly 


Michigan—Effective as of June 21, 
a $1 
benefit amounts payable to all claimants 
with dependents. Thus an unemployed 
worker with four or more dependents 
who averaged $108.01 in weekly wages 
may draw $55 in weekly unemployment 
benefits. Formerly the maximum weekly 
benefit was $54 based on 


an average 


weekly wage of $106.01 or more. No 
change was made in the weekly benefit 
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payable to an unemployed workers with 
out dependents. His benefit 


rate remains at a $30 maximum based 


weekly 


on average wages of $75.51 or more. 

\t the same time the law was changed 
to provide that emergency contributions 
will be payable when the solvency ac- 
count has a negative balance. Formerly 
emergency contributions were payable 
when the balance in the solvency ac- 
count went below $30,000,000. 
Oregon—Effective July 1, 1957 an un- 
employed worker in the state of Oregon 
may draw as high as $40 in weekly un- 
The 
weekly maximum benefit was $35. 


employment — benefits. previous 

The disqualification which was here- 
tofore imposed whereby weekly unem- 
ployment benefits were reduced by any 
Federal old-age benefits received under 
the Social Security Act was removed. 
However, weekly unemployment bene- 
fits will continue to be reduced by em- 
ployer-financed pensions which the 
claimant is receiving. 

Prior to July 1, 1957 Oregon unem- 
ployment claimants who were disquali- 
fied from receiving unemployment bene- 
fits by reason of misconduct, or for fail- 
ure to apply for or accept suitable work 
were liable for forfeiture of not less 
than four nor more than eight times 
their weekly benefit amount. The 1957 
amendments to the Oregon law removed 
this forfeiture provision, so that an un- 
employed worker may now draw up to 
benefits 


26 weeks in unemployment 


whether or not initially disqualified. 
Texas—The Texas Unemployment In- 
surance Law was recently amended ef- 
fective July 1 as follows: 

|. Employers now have ten days dur- 
ing which to protest the payment of 
benefits to a claimant whom the em- 
ployer feels was terminated from em- 


ployment under disqualifying circum- 
stances. This was changed from a seven- 
day limitation. Base-period employers 


who do not receive a Notice of the 
Initial Filing of a Claim, but who do 
receive the Notice of Benefit Wages In- 
cludable in their experience rating ac- 
count now have ten days, formerly 
seven days, during which to protest the 
inclusion of such benefit wages. 

2. The $2,400 limitation on benefit 
wages which were chargeable to any 
employer’s account was changed to a 
limitation of $2,688. 


3. The ceiling of $2,400 which was 
placed on wage credits which were used 


to determine a claimant's 
total benefits was removed. 


Deadline for OASI 
disability benefits postponed 


maximum 


PAYMENT of monthly cash disability 
benefits under certain conditions to dis- 
abled workers age 50 and over was to 
begin July 1, 1957. A'l applications of 
disabled workers prior to that time were 
to have been received before June 30. 
The deadline recently has been extend- 
ed to June 30, 1958. Further provision 
is made, however, that for all claims 
filed prior to December 31, 1957, pay- 
ments, when approved, will be made 
retroactive to July 1, 1957, but with 
those applications filed after January 1, 
1958, there will be no retroactivity. Pay- 
ments, when approved, will begin with 
the month in which the application was 
filed. 

The first checks 
were issued in August to somewhat more 
than 100,000 disabled workers. It is ex- 
pected that this number will more than 


disability benefit 
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double by June 30, 1958 at which time 
the total disability benefit payments may 
be close to $200 million per year. 

{It was pointed out in previous issues 
(6 JTax 106 and 5 JT ax 370) that under 
the present OASI system benefits were 
now available for children 
passed their eighteenth 


who had 
birthday and 
who were permanently and totally dis- 
abled, as well as for adults beginning at 
age 50, and that such provisions, of 
course, represented quite apparent dis- 
crimination as to workers becoming 
totally disabled before age 50. There is 
now a movement under way to make the 
disability benefit provisions available to 
all disabled workers. This, of course, 
would greatly increase the cost of the 
OASI. Such costs are already drawing 
serious consideration since, during the 
current year, benefit payments under 
the program will exceed employer and 
employee contributions to the fund. 
Proposed social security legislation in 
1958, an election year, will require very 
careful and serious consideration. 
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